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TAX PRESSURES ON ACCOUNTING 
PRINCIPLES AND ACCOUNTANTS’ 
INDEPENDENCE” 


ARTHUR M. CANNON 
Professor, University of Washington 


TAXABLE INCOME AND 
BUSINESS INCOME! 


N THE EARLY DAYs of income taxation 
| the concept of “income” was imper- 

fectly understood and tended to be 
confused with simple cash receipts or net 
cash increase, and some heritage of this 
confusion remains in our difficulties with 
the concept of realization. However with 
the 1918 expansion and re-examination of 
the tax the earlier simple cash-basis ap- 
proach was deemed unworkable in broad 
areas and the principle developed that 
income should be determined “‘in accord- 
ance with the taxpayer’s regular method of 
accounting” if satisfactory to the Com- 
missioner, and generally speaking on the 


* Presented at the Northwest Graduate Accounting 
ng Conference, Alderbrook, Washington, May 23, 


1 See Smith and Butters’ Taxable and Business In- 
come (New York: National Bureau of Economic Re- 
search, 1949), and the continuing series on Effects of 
Taxation from the Harvard Business School. also 
the Business Income Study Group’s Changing Concepts 
of Business Income (New York: Macmillan Company, 
1952) and supplementary publications, and the splendid 
reviews thereof by George Husband in THE ACCOUNTING 

Ww, July, 1952, and by Eric Kohler in The Illinois 
Certified Public Accountant, March, 1952 and by Per- 
cival Brundage in the Journal of Accountancy, February 
1952. There is a considerable bibliography on the sub- 
ject, lengthened by the effects of the business cycle 
in the 1930’s and now again in the 1950's. 


accrual basis, and this remains the basic 
rule today. 

Over the years and at an accelerating 
rate divergencies between taxable and 
business income have become so important 
and all-pervasive that the validity of the 
basic rule must be challenged outright, 
though it has been regarded as axiomatic 
or sacrosanct. Thus there has been an ef- 
fort to maintain an unrealistic or impos- 
sible identity of what appear to be two 
different concepts. This effort is interfer- 
ing with the proper understanding and 
development both of accounting principles 
and proper bases of taxation. The result is 
injustice and inconsistency between tax- 
payers. There also is exerted an unhealthy 
but powerful influence on accounting; tax 
law and enforcement are influencing ac- 
counting principles much more than the 
opposite. The time has come to recognize 
by divorce the separation-in-fact between 
taxable and business income, permitting 
each to go its way pursuant to the under- 
lying purposes and nature of each. 

Every man is his own tax expert these 
days and sometimes it seems that tax con- 
siderations are not just the most impor- 
tant but the only considerations at the 
top level in business policy determination. 


J 

2! 
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Everybody knows that income costs 
money—i.e. that faxable income costs 
money, and to nearly everyone this means 
that accounting income costs money. 
Most people realize in a vague sort of way 
that income before taxes is determined 
by various non-accounting considerations, 
largely in the market-place (except for 
regulated business); and that the account- 
ant attempts to determine what that in- 
come was; but they also realize that what 
the accountant determines as income has 
a lot to do with what is left after taxes. 
Tax considerations give income-determin- 
ing significance to accounting decisions. 
What powerful pressures are brought to 
bear on accounting principles with corpo- 
rations at 52%-82% and individuals at 
22%-92% rates! If what accountants are 
trying to determine is something different 
from what Uncle is after and what the tax- 
payer is trying to hang on to, then the ac- 
countant, the “innocent bystander,” is in 
an unnecessarily exposed position. 

A review of the divergencies which have 
developed between taxable and business 
income is likely to surprise most account- 
ants, legislators, lawyers, economists and 
certainly taxpayers. 

Among the most important present dif- 
ferences are the following: 

1. Percentage depletion. Depletion as a per- 
centage of revenue unrelated to cost as now de- 
ductible for tax purposes by many extractive 
industries, is absolutely foreign to the matching 
of costs with revenue, accounting’s central prob- 
lem. The current free-enterprise prosperity of 
Texas is percentage-depletion prosperity. 

2. Accelerated amortization (as of emergency 
facilities, etc.). Where the determination of useful 
life for depreciation purposes is made by admin- 
istrative fiat—five year,—any relation to proper 
accounting depreciation is purely coincidental. In 
Britain a similar practice is a flat initial allow- 
ance—40% the first year. Both provisions are in 
effect interest-free loans to encourage certain 
types of capital formation, the ¢otal depreciation 
being limited to cost. Yet this simple expedient, 
or subterfuge for a modest subsidy, has for the 
most part been carefully wrapped up in the ac- 


counts with resulting successive understatement 
and overstatement of profits. 

3. Inventory methods. Anyone who thinks that 
the spectacular swing to LIFO comes froman 
equally sudden awakening of accountants to its 
intrinsi¢ merits @ la some of the rationalizations, 
has got his head in the sand. LIFO has been 
adopted for tax purposes. The Bureau in a hold- 
ing action managed to limit the use of LIFO to 
those concerns regularly using it, in their ac. 
counts and statements, thinking that this limita- 
tion would effectively restrict use to industries to 
which LIFO had in generally accepted accounting 
principles been regarded as appropriate. How 
wrong they were! Where it has appeared tax-wise 
to use LIFO there has been no trouble at all in 
getting it into the statements. I do not argue the 
merits of LIFO. I simply point out that it has 
become incorporated into generally accepted ac- 
counting principles, as, i.e., for department 
stores, entirely as a result of certain tax advan- 
tages accompanied by a somewhat cynical Code 
provision which was consistent with the “basic 
rule” above cited. This has serious implications, 
to be dealt with more fully below. 

4. Pension plans and deferred compensation. 
The reporting of cost has been in part or wholly 
dictated by deductibility for tax purposes, 
though perhaps in lieu of agreement on an alter- 
native. 

5. Capital gains vs. “ordinary’’ income. Here 
by reason of the 26% tax limitation, one kind of 
income becomes more desirable than another. 
This is perhaps the principal tax consideration in 
contemporary business decisions. While the main 
influence is no doubt on the types of economic 
activities in which business men engage, there is 
also much influence on the form in which such 
activities are undertaken or described. 

6. Substituted, carried-forward, stepped-up and 
transferors’ bases. These special types of ‘“‘cost” 
for tax purposes are related to tax-free exchanges, 
involuntary conversion, and to item 5 above; also 
included in the category are bases established as 
of March 1, 1913, and others. In the lumber in- 
dustry we have a provision that in effect permits 
the lumberman to sell his cheap logs to himself 
at current prices, for a 26% capital gain; then he 
sells them to his customers at a more modest gain 
taxable at 52%-82%. All these maneuvers, 
though justified for tax purposes, have little or no 
relation to accounting concepts of cost. 

7. The “tax benefit” doctrine. Entirely rational 
for tax purposes but devoid of meaning account- 
ing-wise, are the various provisions by which 
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deductions in loss years (e.g. bad debts, e¢ al.), 
don’t count. 

8. Tax exemptions. Municipal bond interest, 
giits and inheritances, proceeds of life insurance 
and related premiums, certain G.I. pay, etc. are 
given arbitrary statutory treatment, usually 
without accounting parallel. 

9. Miscellaneous provisions exist to undermine 
cherished accounting contrasts of capital and 
revenue and expense: container deposits, instal- 
ment sales, prepaid rent, property taxes, bad 
debt reserves for banks, consolidated statements 
and intercompany dividends, reserves, research 
costs, exploration and development, “ordinary” 
and “extraordinary,” surplus and profit-and-loss 
entries, etc.,—distinctions in one field or the other 
without carry-over, except for expediency. 

10. Also mentionable are artificial contractual 
relationships such as the lease-backs, entered into 
to distort the form without changing the sub- 
stance of a transaction. Accountants have been 
better able to deal with distorting effects on the 
financial statements, than with those on the tax 
returns. In the latter, accountants’ hands have 
been tied by over-riding considerations, by: lack 
of primary responsibility, and by assumed posi- 
tions of advocacy. 


WHY THE DIVERGENCIES BETWEEN 


TAXABLE AND BUSINESS 
INCOME 


In part these differences are what we 
call “legalistic’”—due to lack of under- 
standing of economics, accounting and the 
concept of income by legislators and 
lawyers. In part they are administrative, 
to protect against loss of revenue by caus- 
ing a tax to become payable when the tax- 
payer has the cash; also under this heading 
is the necessity as a practical matter for 
fairly definite and enforceable standards. 
As with the S.E.C., the Internal Revenue 
people have a hard time finding landmarks 
in a changing and uncertain field. There 
are too many “generally accepted account- 
ing principles” for enforcement purposes— 
eleven different ways to amortize in- 
tangibles, for instance. With all the Insti- 
tute’s and the Association’s accomplish- 
ments over years of effort, we still are 
without agreement on terminology, and 
though “general acceptance” is, and prop- 
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erly, the very basis of our discipline, we 
are quite prone to define “generally ac- 
cepted” as “somebody tried it.”” Nobody 
could enforce a law that was without defi- 
nition of terms or standards of procedure. 

But these are minor. The main reasons 
for the differences between taxable and 
business income are the differences in the 
objectives for which each is determined. 
What are they? 


The Nature and Purpose of Accounting 


The purpose of accounting is to provide 
information. 

Accounting is intellectual exercise but it 
is not am intellectual exercise. It is utili- 
tarian. It is a language and a system of 
measurement. It is a body of convention 
and procedure and not a body of logic. 
Language is conventional and measure- 
ment is procedural. We are trying to 
transmit information; we are not investi- 
gating laws of nature, not constructing a 
science. It’s an art, a means of expression. 

Comparability and consistency are the 
prime requisites of such a system, so that 
the reader will receive the information the 
writer intended to transmit, and so that 
comparisons may be valid and trends and 
differences determined. The significance 
of accounting data is usually in relation- 
ships rather than absolutes. This year’s 
profit for this company is significant only 
if we know last year’s and the year before 
that and what other companies did. Of 
the gravest danger are tendencies that 
lead to inconsistency and noncompara- 
bility inasmuch as comparisons and trends 
might be assumed to be of substance when 
only of form. Thus the significance of 
the accountant’s opinion that statements 
“fairly present financial position and re- 

sults of operations in accordance with gen- 
erally accepted accounting principles” 
consistently applied. The words “generally 
accepted” are to provide comparability 
between companies and “consistency” 
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provides for comparability of data for dif- 
ferent periods. 

The duty of the accountant to the pub- 
lic in the preparation and certification of 
financial statements is that of an expert in 
difficult and complex concepts, often as an 
arbiter of adverse interests in the measure- 
ment of relative values. The core of his 
function is in impartial and honest and 
meaningful measurement and expression, 
only possible by adoption and use of con- 
sistent terminology and units of measure- 
ment, generally understood and applied. 
Comparability and consistency—these are 
the proper standards of accounting. It will 
be argued herein that noncomparability 
and inconsistency are of the essence both 
of the determination of taxable income 
and of tax saving. 


The Objectives of the Determination of Tax- 
able Income 


Taxable income is the base of the in- 
come tax, which is a tax determined in 
part by the principle of “ability to pay”; 
the idea is to support the government by 
collecting taxes so as to minimize the total 
sacrifice by taxpayers. This concept is 
identical with that of charging “what the 
traffic will bear,” or “getting the most 
feathers with the least squawking.” Of 
course business income is only a part of, 
and not necessarily a good measure of 
ability to pay; e.g., unrealized apprecia- 
tion in value though not business income 
may represent ability to pay. Certainly 
gifts and inheritances reflect as much tax- 
paying ability as earned income, maybe 
more; and so on. But business income is a 
part of it. 

There are some other objectives of taxa- 
tion than supporting the government ac- 
cording to ability to pay. First among 
them is the control of the price level— 
consciously applying the deflationary ef- 
fects of taxation vs. the inflationary ef- 
fects of government expenditure. The 


government has assumed far-reaching 
economic responsibility. An understanding 
of taxation would be very incomplete 
without a realization of the place of the 
Federal deficit or surplus in current eco- 
nomic thought and in public policy. 

Taxes are used to accomplish other 
overt or covert social ends. Taxation is 
used to promote “brimful” employment, 
that sacred cow of modern politico- 
economic thought. It is notably used to 
promote or discourage certain types of 
economic activity (i.e. Texas vs. the rest 
of us). It is used to promote the investment 
of risk capital (via the capital gains pro- 
visions), or to discourage the same thing 
(via the interest deduction and dividend 
non-deduction). It is used to encourage a 
levelling of incomes via super-progressive 
rates and the abandonment of quid pro 
quo. The immense power of taxation can be 
used to enrich or to destroy. Taxation 
gives aid to some and discourages others; 
it rewards the politically powerful at the 
expense of the politically weak. Nor is this 
necessarily wrong; taxation is simply a 
weapon, and a powerful one, in the arsenal 
of government by which political means 
are used to accomplish economic ends. 
These are the aspects of taxation that are 
increasingly important. The rewards and 
penalties and hence the results of taxation 
at the present rates are swift and effective. 
They rest on discrimination, their objec- 
tive being change. Let him think twice 
who would hold that “accounting prin- 
ciples” are going to make or long affect 
these social and economic policy determi- 
nations. 


What Are the Prospects for Reconciling 
Taxable and Business Income? 


Clearly income is not being determined 
“in accordance with the taxpayer’s regular 
method of accounting” in some pretty im- 
portant respects. Is it likely to become 
so? What will be the result of an effort to 
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make it so? Take percentage depletion or 
replacement-cost depreciation for example. 
If percentage depletion to be deductible 
required an unqualified certificate that it 
conformed to “generally accepted account- 
ing principles” would percentage deple- 
tion disappear from tax returns? Or would 
accounting principles be revised? The ex- 
perience with LIFO provides a clue. The 
pressures are too great and they are un- 
fair. But the public knows the answer 
and, I fear, so do the accountants. Here is 
a footnote from E. Cary Brown’s Ef- 
fects of Taxation-Depreciation Adjustments 
for Price Changes (Boston: Harvard Busi- 
ness School, 1952), p. 43, on the question 
of adjustments in accounts for replace- 
ment-cost depreciation if the latter should 
become acceptable for tax purposes: 

“The position of accountancy bodies would 
have had to change before this result could be wide- 
spread. But almost surely tax depreciation would 
have become acceptable for company reports. A 
number of ‘unacceptable’ accounting procedures 
have received sanction in this way.” 

Perhaps percentage depletion or replace- 
ment-cost depreciation should be proper 
for certain industries or certain companies 
or for everyone. The point is that their ac- 
ceptance for tax purposes has nothing 
necessarily do to with the measurement of 
income for accounting or economic or 
other purposes. The tax purpose is to re- 
duce the tax burden of some segment of 
the economy, presumably because social 
policy desired to encourage that segment 
—or because its Congressman was able to 
get it some selective relief. The determi- 
nation of relative tax burdens is the prov- 
ince of Congress which may and does act 
not only with selective rates but also with 
special and selective methods of income 
determination. Such a selectively deter- 
mined taxable income is not the compar- 
able and consistent accounting or business 
income of which it is our duty to inform 
the lay and we hope the trusting public. 


The legalistic and administrative dif- 
ferences between taxable and business in- 
come may not be too troublesome and in 
the long run may be removed by mutual 
education and improvement. Ability to 
pay may be reconciled with a proper de- 
termination of business income, the latter 
as a subdivision of the former kept in 
proper perspective (and there are many 
forms of ability to pay that are not now 
“accounted for’). But the social, eco- 
nomic and policital objectives of tax 
policy are far too important—they are 
over-riding and they are not going to be 
abandoned. And they are selective in their 
very nature. They are entirely inconsistent 
and apart from the principles of descrip- 
tion and measurement, comparability and 
consistency. They will not be subject to, 
or controlled by, what we may here refer 
to as “mere bookkeeping.” 

With the forces of government and eco- 
nomic advantage arrayed on the other 
side, efforts to maintain consistency be- 
tween taxable income and “the taxpayer’s 
regular methods of accounting” if the lat- 
ter are based on accounting principles 
otherwise determined, will bring to bear 
absolutely irresistible pressures on ac- 
counting concepts of income. Distortions 
of accounting income to conform to or to 
resist political objectives of tax policy are 
inevitable. Business income will be polit- 
ically determined and politically meas- 
ured. Efforts to identify taxable and busi- 
ness income will inevitably result in 
changing the latter to agree with the former. 

One further thought in this connection: 
Accountants regard it as their duty to 
state the “facts” (recognizing that we 
mean by “fact” an objective determina- 
tion within a consistent framework of ex- 
pression); management’s duty is to take 
action. We have presumed that manage- 
ment’s actions will tend more to be wise 
and timely with the facts than without, 
but at any rate we supply the facts and 
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they take the action. Now management 
sometimes likes to ameliorate its problems 
by concealing them, especially in its rela- 
tions with the government, customers, 
employees and stockholders in matters 
of profits. The determination of profits is 
our job; the administration thereof is man- 
agement’s. Pressures on management for 
profits that look high come from the four 
groups mentioned. The government wants 
taxes, the customers lower prices, the em- 
ployees higher wages and the stockholders 
dividends. The management wants to 
“maintain capital.” But the problem can 
be ameliorated at least in the short run if 
the reported profits can be held down. That 
brings pressure on accountants. 

Of course nobody wants lower income. 
That’s an easy way to avoid a problem of 
income administration but what is desired 
is the income without the problem. As to 
income taxes, it is the reported income that 
the tax is on; so the idea is to have the 
real income without the reported income. 
In the long run the total burden of taxes 
isn’t going to be changed by the reported 
income. Only the rates would change. 
Taxes may be shifted between taxpayers, 
though, and thus real individual tax- 
saving accomplished in the short run. 
Accounting determinations have income- 
(after tax) determining effect for the par- 
ticular taxpayer but only at the expense 
of other taxpayers and not in total. 


What Is the Solution? 


In the first place taxable income should 
be generally recognized as a different 
thing from accounting or business income. 
The out-dated and undermined principle 
that income should be determined for tax 
purposes “in accordance with the tax- 
payer’s regular method of accounting” 
will have to be appropriately qualified 
and restricted to details of procedure. The 
LIFO requirement which has so seriously 
inhibited full disclosure of financial posi- 


tion in published reports must be repealed, 
Different treatment of different taxpayers 
should be open and above-board and not 
buried in obscure distortions of revenue 
and expense concepts.? 

Fictional correspondence of taxable and 
business income should not be forced. 
Accountants should resist all efforts to 
prostitute accounting principles to tax 
ends and should constantly remind them- 
selves of the underlying precepts of con- 
sistency and comparability, which are 
foreign to the special-treatment tendency 
of taxation. Though we may as citizens 
decry and resist such special treatment in 
taxation, it remains the duty of account- 
ants to resist its encroachment on account- 
ing determinations. Unless accounting 
principles are determined independently 
of tax considerations, those principles can 
hardly provide an independent standard 
with which to appraise special deviations 
when they do appear in taxable income de- 
termination. However the tax be deter- 
mined, it is simply one of the expenses in 
the accounting report; the rest of the re- 
port should be otherwise determined in ac- 
cordance with an independent body of 
rules and procedures. 

Accountant’s reports should probably 
include a statement of taxable income and 
a reconciliation with reported income, 
much as provided in the corporation tax 
return and for the same reason: full dis- 
closure of an important matter. While the 
phrase ‘“‘two sets of books” is unaccept- 
able, the necessity for supplementary 
records to record taxable as distinguished 
from accounting income, will be unavoid- 
able. We will eventually realize that there 
is no more reason for taxable income to de- 
termine accounting income than for as- 


2 The current Congress is in process of mumbling 
itself some tax-free income in the guise of traveling 
expense, buried in an irrelevant section. This is not 
different from some of the loophole-opening for constitu- 
ents that burdens the Code. Let these things be done 
openly. 
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sessed values to determine balance-sheet 
yalues; and we will report the discrepancy 
when it bears importantly on financial 
condition as it frequently does. 

The alternative will be a fear or a reali- 
zation on the part of the public that ac- 
counting reports may be distorted for tax 
purposes, with distrust of the impartiality, 
comparability and consistency and there- 
fore usefulness, and reliability of certified 
statements and the certifiers, and a de- 
mand for someone else to do this impor- 
tant work. In modern experience a govern- 
mental agency would no doubt be a willing 
candidate for the job. 

Full disclosure is not enough. The public 
needs and expects expert and independent 
assistance in this highly technical field 
with an independent judgment on the re- 
liability of published statements. All the 
footnotes and qualifications in the world, 
all the “‘disclosure” that a long-form re- 
port can contain, are no substitute for this 
independent appraisal. I am reminded of 
Maurice Peloubet’s story of the ice-cream 
vendor who, on passage of the Pure Food 
and Drug Act, complied with full dis- 
closure as follows: “‘All my syrups and ice 
creams are highly adulterated.” The prin- 
ciple is the same as that of the Institute’s 
Auditing Statement 23 in which the ac- 
countant is required to express himself, 
not just hedge himself. 


TAX PRESSURES ON ACCOUNT- 
ANTS’ INDEPENDENCE 


t has been pointed out that intense 
pressures may be brought on the determi- 
nation of accounting income when that is 
identified with taxable income. When the 
accountant is a member or employee of 
management his determinations are those 
of management. In the sense that manage- 
ment’s duty is to conserve the company’s 
assets, it is natural and proper that man- 
agement will determine close points in 
favor of the company, the tax burdens be- 


ing as great as they are. But the situation 
for the independent public accountant is a 
different one. The same understatement of 
income that saves taxes also may defraud 
an otherwise uninformed minority interest 
—the bulk of the ownership in the case of 
publicly-owned corporations. The inde- 
pendent certified public accountant has a 
specific higher duty to the public than to 
his client. The essence of his professional 
position is in his independence. Therefore, 
since the pressure of tax saving is to mini- 
mize not the fact of income but the report- 
ing thereof, he finds himself in some diffi- 
cult positions where full and comparable 
reporting may be inconsistent with a tax 
position taken by management. Further- 
more an important part of a public ac- 
countant’s practice may be in the income- 
tax field; and he may find himself in an in- 
consistent position between himself as a 
tax consultant and as an independent cer- 
tifier of financial statements. 

It is very difficult for a tax consultant 
to avoid a position of advocacy. Indeed it 
has been well said that in tax practice ac- 
countants are the only ones who regard 
themselves as independent. Certainly the 
client does not regard the public account- 
ant as a “government auditor’’; neither 
does the government. There are many 
matters in which client’s personnel, public 
accountants and even government audi- 
tors may work together to make a proper 
determination of fact. This is as it should 
be and it is important; the government’s 
task would be greatly, impossibly in- 
creased otherwise. But there are other 
matters in which accountants, some more 
than others, find themselves making de- 
cisions which unavoidably are for or 
against a client’s interest taxwise. Fur- 
thermore an accountant is frequently in a 
position, in tax practice, of defending a 
determination which he or the client has 
made; such a determination is always fa- 
vorable to the client. The government’s 
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auditors are advocates of the govern- 
ment’s position. As a group they are 
charged with maintaining the revenue. 
As individuals it seems quite likely that 
they will be graded at least in part on the 
additional taxes they bring in. Likewise 
will the independent accountant find him- 
self in a position of advocacy. He too is 
graded at least in part on taxes—the 
taxes he saves for his client. When tax 
practice places an accountant in a position 
of advocacy rather than impartiality he is 
outside of and inconsistent with his posi- 
tion of independence in the public interest. 

Independent public accountants will 
have to watch out for this pitfall. They 
will have to carefully segregate their 
practices in their own minds (this they 
can do), between tax advocacy and in- 
dependent determinations. Staffs will have 
to be segregated; let the tax sections do the 
arguing; let the auditors make independ- 
ent decisions. There will have to be full 
disclosure and open determination of 
disputed points, however unfair the gov- 
ernment’s auditors may sometimes ap- 
pear in taking advantage of the informa- 
tion. When the position can not be dis- 
closed, when only the favorable may be 
disclosed, then are the attorneys right in 
claiming the field for themselves. Theirs is 
the professional practice of advocacy; ours 
the professional practice of independence. 

The independent accountant may cer- 
tainly assist and advise in the determina- 
tion of tax effect and tax liability; no one 
is so well qualified. But he must clearly 
differentiate in his mind taxable and ac- 
counting income and he must report the 
latter impartially and openly. The alter- 
native will be government assumption of 
the independent accountants’ task with 
the evils of inflexibility and bureaucracy, 
and the challenge to our way of life which 
that brings. Surely in recognition of the 
threat to orderly development of account- 
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ing principles and their usefulness to the 
public, and of the threat to their own es- 
sential attribute of independence, the 
public accounting profession will take the 
lead in the necessary separation of the con- 
cepts of taxable and business income. 


SUMMARY 


The differences between taxable and 
business income are so numerous and im- 
portant that the two concepts must be re- 
garded as essentially different. These dif- 
ferences are in part “legalistic” and in part 
administrative, but more importantly they 
reflect basic differences in the objectives 
of the determination of taxable income 
and of business income. The divergencies 
are not likely to be resolved. Therefore it 
becomes necessary to abandon the postu- 
late that taxable income should be deter- 
mined “in accordance with the taxpayer’s 
regular method of accounting.” Attempts 
to maintain a fictional identity of the two 
concepts can only lead to political deter- 
mination of business income, as tax pres- 
sures are too powerful to be resisted by ac- 
counting principles otherwise determined. 

Taxable income must be recognized as 
different from business income; account- 
ants should resist efforts to prostitute ac- 
counting principles to tax ends; account- 
ants’ reporis must be determined inde- 
pendently of tax considerations. Reports 
should include reconciliations of taxable 
and accounting income and necessary sup- 
plementary records should be maintained. 
Practicing accountants must carefully in- 
sulate their position of independence in 
preparation of certified statements from 
the position of advocacy sometimes as- 
sumed in tax matters. Recognition of the 
basic differences in concepts, and differ- 
entiation of the two types of professional 
practice, are required for the maintenance 
of public confidence in accounting state- 
ments and accountants’ reports. 
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ACCOUNTING PRINCIPLES AND 
TAXABLE INCOME 


SUPPLEMENTARY STATEMENT NO. 4* 


COMMITTEE ON CONCEPTS AND STANDARDS UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 


Summary 


1. In the several statements of “Ac- 
counting Concepts and Standards Under- 
lying Corporate Financial Statements” 
issued by committees of the American 
Accounting Association in 1936, 1941, 
and 1948, fundamental propositions con- 
cerning the functions of accounting in re- 
spect to revenue realization, costs, income, 
and capital were set forth. The objective 
in so doing was to present a coordinated 
statement of principles and suggested ap- 
plications representing levels of account- 
ing practice “departures from which 
should be viewed with concern.” 

2. Under the tax laws of the United 
States, Congress has enacted taxes on the 
net incomes of corporations.’ In the enact- 
ment of these laws and in their administra- 
tion, by regulation or as a result of Court 
decisions, there have developed determi- 
nations of taxable income which are at 
variance from determinations of net in- 
come for financial statement purposes 
under generally accepted accounting prin- 
ciples. 

3. These differences between taxable 
income and accounting net income may 
be classified generally into two principal 
categories: 

(a) Differences of specification—those 
resulting from Congressional enact- 
ments designed to grant concessions 
as a matter of legislative grace or to 


* August 1, 1952. 

1 This Supplementary Statement deals, as do others 
previously issued, with corporate accounting, and its 
conclusions do not all necessarily apply to the account- 
ing procedures of individuals or partnerships. 


deny or limit deductions as a matter 
of economic control or for purposes 
of raising revenue. 

(b) Differences of timing—those which 
affect principally the time of recog- 
nition of income or of deductions, 
usually resulting from legalistic in- 
terpretations of the tax statutes 
by Court or regulative decisions 
(thereby setting a precedent for 
subsequent administration). 

4. These differences result largely from 
differences in purpose. The purpose of the 
revenue laws is to establish practical for- 
mulae for the collection of taxes (and at 
times to regulate the economy). Financial 
accounting determinations of net income 
are designed to measure business results 
as they occur, without recognizing any 
artificial exclusions or modifications. De- 
spite these differences in purpose, business 
has sometimes allowed its accounting 
practices to be influenced, largely for con- 
venience, by income tax provisions. In at 
least one case, also, the income tax law 
has undertaken to decree the procedures 
of financial reporting. 

5. The Committee has undertaken to 
examine these conditions for the particu- 
lar purpose of dealing with the following 
questions: 

(a) Recognizing that the purposes of 
defining a base for income taxation 
and of measuring net income for 
published financial statements do 
differ, to what extent, if at all, is it 
necessary or desirable for taxable 
income to differ from accounting 
net income? 
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(b) If such differences appear, to what 
extent should income tax practice 
be recognized in determining net 
income for financial accounting pur- 
poses? 

(c) Should financial accounting proced- 
ures or reporting methods ever be 
decreed by Congressional statute? 

6. The Committee’s conclusions on 

these questions are as follows: 

(a) The right of Congress to grant tax 
concessions as a matter of legislative 
policy, or to impose economic or 
social disciplines, or to deny deduc- 
tions for the purpose of generating 
revenues, is unquestioned.” How- 
ever, neither the Congress nor the 
administrative authorities nor the 
Courts should undertake to modify 
the application of generally ac- 
cepted accounting principles, con- 
sistently used by the taxpayer 
for published statement purposes, 
solely to alter the timing of recog- 
nition of income or expense for tax 
purposes. 

(b) Corporate accounting practices for 
purposes of published financial 
statements should be governed 
wholly by generally accepted ac- 
counting principles, irrespective of 
measurements of taxable income 
under provisions of the tax laws. 

(c) Accounting principles should not 
be formulated or public reporting 
methods prescribed by directives of 
the tax laws; the body of account- 
ing principles and the methods of 
reporting should evolve from the 
needs and uses of the broad public 
interest. 


Discussion 


7. Since the enactment in 1913 of the 
first revenue act under the Sixteenth 
Amendment, there has been a notable and 
unfortunate lag in the legal appreciation 
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of accounting principles. This was respon. 
sible for the failure to recognize the ac- 
crual concept in the early tax laws. The 
1913 income tax law was largely one 
which, by its terms, assessed a tax against 
cash income. Because of the problems of 
interpretation of such a statute and the in- 
equities inherent in it, the regulations 
and the laws in later years have given 
general recognition to the accrual prin- 
ciple. 

8. The revenue acts in force from 1913 
to the present time have all provided for 
recognition of the method of accounting 
employed by the taxpayer. This is pres- 
ently stated in Section 41 of the Internal 
Revenue Code as follows: 

“The net income shall be computed upon the 
basis of the taxpayer’s annual accounting period 
(fiscal year or calendar year, as the case may be) 
in accordance with the method of accounting 
regularly employed in keeping the books of such 
taxpayer, but if no such method of accounting 
has been so employed, or if the method employed 
does not clearly reflect the income, the computa- 
tion shall be made in accordance with such 


method as in the opinion of the Commissioner 
does clearly reflect the income.” 


9. Despite this promulgation, there has 
developed a widening gap between ac- 
counting net income and taxable income. 
The factors which have caused these 
variations are: 

(a) Congressional enactments granting 
concessions (either by exclusions of 
income or allowance of special de- 
ductions from income), or imposing 
limitations or penalties for purposes 
of economic or social discipline or 
to protect the revenues. Examples 
are (1) the exemption of proceeds of 
life insurance policies, (2) the grant- 
ing of percentage depletion allow- 
ances, (3) the denial of deductions 
for compensation paid in violation 
of wage stabilization laws, and 
(4) the limitations of deductions 
for contributions to charity. 
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Accounting Principles and Taxable Income 


(b) Legalistic interpretations of the tax 
statutes by administrative or Court 
decisions seemingly influenced 
largely by considerations of cash 
flow, in violation of the accrual 
principle of accounting. These are 
in the form of differences of timing 
of the recognition of income or de- 
ductions, examples of which are 
(1) the taxability of prepayments 
for services which are expected to 
be rendered in the future, and (2) 
the denial of deductions for accruals 
for known liabilities of indefinite 
amount. 

10. The tax laws are designed to effec- 
tuate a special purpose—the raising of 
revenue. It is wholly within the rights of 
Congress to prescribe its definition of tax- 
able income and, in so doing, to specify 
additions to or deductions from account- 
ing net income as it sees fit. The allowance 
of percentage depletion, the exemption of 
certain reorganizations and like-kind ex- 
changes, the denial of deductions for in- 
terest paid to carry tax-exempt securities 
or to purchase single premium life insur- 
ance policies, and other similar provisions, 
all recognize social, economic, and political 
considerations without containing any 
suggestions that they modify business ac- 
counting concepts. 

11. With such specific and intended ex- 
ceptions, however, fhe Committee be- 
lieves that the public interest will best be 
served if the differences between taxable 
income and business income are reduced, 
and if the general mandate of Section 41 is 
permitted to take precedence over non- 
accounting interpretations of the individ- 
ual provisions of the law. The principal 
differences of this character involve mat- 
ters of timing of the recognition of income 
or deductions, ignoring consistent methods 
of accounting used by the taxpayer or 
recognized as general practices. ‘The Com- 
mittee believes that, unless an important 
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overriding consideration dictates a modi- 
fying legislative provision of the type de- 
scribed in paragraph 9(a), the interests of 
government, business, and the public, 
would best be served if the definition of 
business income subject to tax were made 
as nearly as possible coincidental with net 
income under generally accepted account- 
ing principles; it therefore supports the 
view that differences of the type described 
in paragraph 9(b) should be eliminated by 
administrative regulation or, if necessary 
by legislation. 

12. The tax laws have unduly and un- 
intentionally tended to influence the de- 
velopment of corporate accounting in that 
to some extent legislative concessions in 
measuring taxable income have been 
adopted into accounting practice without 
justification in principle. An illustration of 
this is the instalment basis of reporting 
income, when the consideration is received 
over a period of time. There is no sound 
accounting reason for the use of the instal- 
ment method for financial statement pur- 
poses in the case of closed transactions in 
which collection is dependent upon lapse 
of time and the probabilities of realization 
are properly evaluated.” In the opinion of 
the Committee, such income has accrued 
and should be ‘recognized in financial 
statements, even though deferred for tax - 
purposes. Another example is the practice 
common during World War II of reflect- 
ing amortization of “emergency facilities” 
in financial statements in amounts cor- 
responding to allowable tax deductions, 


2 On this point, see Supplementary Statement No. 1, 
issued December 31, 1950. Many accountants, including 
some members of this Committee, believe that methods 
consistently applied which accomplish a full matching 
of costs with revenue do not violate the accrual princi- 

le even though recognition is deferred until collection. 
Gama if collection is reasonably assured, such a 
delay in recognition is not, in the opinion of the Com- 
mittee, the best practice. Furthermore, where such 
methods are employed, disclosure is usually incomplete. 
In any event, the so-called instalment sales method as 
usually applied does not secure an adequate matching 
of revenues and costs. 
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even though in some cases the expected 
useful life of the facilities was longer than 
the statutory sixty months. 

13. In one notable respect, Congress 
has undertaken specifically to influence ac- 
counting practices by legislation, in that 
the law conditions the use of the LIFO (last- 
in first-out) method of inventory pricing 
upon a requirement that the valuation so 
determined be used for the purpose of re- 
ports or statements to shareholders, part- 
ners, or proprietors and for credit pur- 
poses. This requirement is an unwarranted 
and unnecessary encroachment and, in the 
opinion of the Committee, should be elim- 
inated by legislation. 


— 


Statements of the Committee on Accounting 
Concepts and Standards represent the reasoned 
judgment of at least two-thirds of its members. 
They are not official pronouncements of the 
American Accounting Association or of its Execu- 
tive Committee. 

They shall not necessarily be reviewed as stat- 
ng rules of current professional conduct or pro- 
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cedure. Rather, they state objectives in the de. 
velopment of accounting principles. Some are 
intended to have immediate applicability, while 
others forecast the general direction in which ac. 
counting may develop. 
Committee on Concepts and Standards 
Underlying Corporate Financial 
Statements— 
1952 
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There are listed below the names of the six 
men who acted as consultants to this Committee. 
Although they have reviewed and criticized this 
Supplementary Statement it does not follow that 
they are in complete agreement with the conclu- 


sions, nor do they assume responsibility for them, | 


Carman G. Blough 
Samuel J. Broad 
James L. Dohr 
Howard C. Greer 
Earl C. King 
William A. Paton 


EDITOR’S NOTE 


The table on page 325 of the article “Accounting for 
Subscription Income” in the July 1952 issue should 


read as follows: 


First Second Third 
Method Year Year Year 
a. (Income when received) $28,000 0 0 


bi. (Proration of gross reve- 
bs. (Proration of revenue 
after selling costs)..... 
c. (Reserve for fulfillment 


$15,000 $9,000 $4,000 
$20,833 $4,833 $2,333 


$20,800 $4,800 $2,400 
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COLLEGE INSTRUCTION—A 
STUDENT’S VIEWPOINT* 


James RaptTIs 
University of Buffalo 


COLLEGE, as I see it, is a school of 
A tte education which is organized 
to provide instruction and study in 
the higher branches of learning. The focus 
of the college should, therefore, be on the 
education of its students, for theoretically 
this is the basic motivating force be- 
hind its organization and existence. And 
through what means do colleges educate 
their students? Why through instructors, 
of course. Therefore, it is the duty of a col- 
lege to equip itself with the best in- 
structors its budget will allow. However, 
I believe that many colleges do not make 
an adequate attempt to furnish the stu- 
dents with the proper type of instructors. 
The proper type of instructor, among 
other things, is one who can communicate 
to his students various concepts, philos- 
ophies, the desire to learn, procedure, and 
a whole host of other material. 

A student was asked what he thought a 
good instructor was, and he answered: 
“He must suggest rather than insist, in- 
spire rather than dominate, direct from 
behind the scenes in such a way that the 
idea and the ensuing action emulate from 
the student rather than him. He must be 
a perpetual student, for which two in- 
dispensable traits are curiosity and imagi- 
nation. He is the motivator of the intel- 
lectual scene. He does not teach ideas, he 
teaches students to have ideas. If, at the 
end of a course, a teacher can feel that he 
has fired the imagination of his students 
so that they will go on where he left off, of 
their own accord and without his guid- 

* Mr. Raptis’ paper, “College Instruction—A Stu- 
dent’s Viewpoint” was awarded first prize in the Ameri- 


can Accounting Association’s 1952 Student Prize Essay 
Contest. 


ance; if he has in some small measure 
taught habits of concise and independent 
thinking, then he can feel that he has im- 
parted some of his own desire to learn. It 
is not knowledge which a good teacher 
gives but the desire for knowledge, not 
ideas but the love of ideas. These intan- 
gibles last a lifetime, while most of the sub- 
ject matter of any course is forgotten in 
less than a year.”! Yes, this student knew 
what he wanted in an instructor, but how 
many really measure up to his qualifica- 
tions? Perhaps there will be a rather large 
percentage who will not have these char- 
acteristics. But such a percentage, how- 
ever large it may be, can be reduced with 
a real concentrated effort on the part of 
the school administration. In the past, 
there have been very few serious attempts 
by colleges to study teaching effectiveness 
of their instructors, and more discouraging 
than the scanty attempts at such evalua- 
tion is the apparent widespread lack of 
concern with the problem. “The effective- 
ness of college teaching and administration 
is somewhat like Mark Twain’s oft- 
quoted quip about the weather: Every- 
body talks about it but nobody does any- 
thing about it.’” 


SOME SHORTCOMINGS 


The reasons why inadequate college 
staffs exist are many and, therefore, they 
cannot all be mentioned in this paper. 
However, there are three categories of in- 


1 Allen A. Smith, “He Who Can, Teaches,” Journal 
of Higher Education, June, 1945, pp. 325 ff. 

2H. H. Remmers and D. N. Elliot, “The Indiana 
College and University Staff-Evaluation Program,” 
School and Society, May 10, 1949, pp. 168-171. 
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structors which I should like to discuss 
with you. 

The first category includes those who are 
research-minded. I am not opposed to re- 
search-minded instructors. On the con- 
trary, I admire and support them. What 
I do dissapprove of is the relative empha- 
sis that some instructors place in research 
in comparison to their educational re- 
sponsibilities. The group of instructors 
that I criticize is that minority that allows 
their teaching to suffer in various ways in 
order that they may advance further in 
their field of endeavor. To this minority, 
teaching is a sideline. Personally, I be- 
lieve that teaching should be of major im- 
portance and research should be the side- 
line. After all, if a college hires an in- 
structor as a teacher he must, above all 
things, perform his duty as a teacher. 
Few of these instructors do not realize 
that they are morally responsible to the 
students yet much of the time they are 
satisfied to act as research specialists. 

Here again, colleges are sometimes at 
fault. In some schools the scholar-teacher 
is not as welcome as the research-minded 
professor. Some colleges hire Ph.D.’s in 
the hope of obtaining outstanding re- 
searchers and have little regard for their 
teaching capabilities. Frequently they 
employ teachers whose only qualifications 
for teaching is a Ph.D. degree representing 
specialized research training. Schools that 
follow such policies are often sacrificing 
teaching ability in order to obtain re- 
searchers for school prestige. An ad- 
ministrative viewpoint, which may or may 
not be typical, was expressed by an in- 
structor when he addressed his class say- 
ing: ‘“‘We have one of the most noted un- 
dergraduate schools in the country be- 
cause of the big men who have taught 
here.”’ Upon hearing this statement I said 
to myself, “What difference does it make 
if they are big men or not? Can they get 
the material across to the students?” That 


is my main interest. Too often we find 
that there are big men, or “brains,” on 
the faculty who cannot, or will not, teach 
or stimulate the students. From the stu- 
dent viewpoint, what good are they as 
educators? 

The second category of instructors who 
have many shortcomings is the part-time 
instructional group. Here, again, I am not 
condemning part-time instructors simply 
because their being teachers is a side-line 
activity. The instructors of which I dis- 
approve are those who insist on teaching 
part-time even though they have little 
or no time at all to prepare themselves for 
the task of teaching. Undoubtedly, a large 
number of part-time instructors also have 
employment elsewhere. Thus, teaching is 
an occupation carried on aside from, or in 
addition to, one’s regular occupation. 
Consequently, these instructors have little 
time to arrange their lesson plans, or other- 
wise prepare themselves for their class in- 
struction, yet in this category we often 
find trained men in their respective fields 
who have been called upon to convey their 
“knowhow.” Examples of such instruc- 
tors are, Certified Public Accountants and 
lawyers, or maybe a statistician or a local 
industrialist. 

The third and final category is that of 
graduate students. In many colleges 
throughout the nation, graduate students 
are called upon to instruct college classes, 
and often times to do so in fields other 
than of their specialization. Frequently 
colleges hire these students to teach with- 
out really testing their teaching capabili- 
ties. These students may never have had 
any experience in teaching. They are hired 
merely on the basis of their personality, 
interest in their field, the results of their 
undergraduate studies, and low cost of 
their services. 

I do not want to appear to be condemn- 
ing all graduate student instructors, or all 
part-time instructors, or even research- 
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minded professors. The group at which 
my sights are aimed is that minority of 
teachers in each category which, through 
negligence or lack of ability, will not or 
cannot put the material across to the stu- 
dents, or inspire them to yearn for knowl- 
edge. I realize that in the three categories 
of instructors which I have listed, excep- 
tional, outstanding personalities in the 
field of education are to be found; whether 
they are recognized as such or not, they 
have my blessing! Among graduate teach- 
ing assistants for instance, you will find 
many who will not take their teaching 
abilities for granted. Instead they will 
strive to improve the methods and quality 
of their teaching. Among these sincere 
graduate students are found personalities 
who do a marvelous job of teaching. They 
often are an inspiration to their students. 


ABLE INSTRUCTORS—THEIR 
CHARACTERISTICS 


One of the primary concerns of any col- 
lege is to maintain an adequate and well 
qualified teaching staff, and the purpose 
of this section is to set forth some of the 
characteristics of such qualified instruc- 
tors. For seldom, surely, will an instructor 
be found who will possess all the desired 
qualities. But department chairmen and 
college deans should at least strive to ob- 
tain such utopian instructors. 

In a survey taken of over 6,600 stu- 
dents at Brooklyn College, the students 
were asked to test the attributes of in- 
structors most important to them. The 
five most mentioned attributes are as fol- 
lows: 


1. The systematic organization of material. 

. The ability to explain the material clearly. 

. An expert knowledge of the subject. 

. The ability to encourage thought. 

. An enthusiastic attitude toward the sub- 
ject.3 


Ww 


* Wesley J. Lyda, ‘Some Factors In The Improve- 
ment of College Instruction,’’ The Educational Record, 
January, 1952, pp. 91 ff. 


Below is another list of characteristics 
and qualifications of able instructors which 
I have compiled. The list is by no means 
complete but it is fairly representative. 


1. He should be a healthy and exciting hu- 
man being. 

2. He should be concerned with the problem 
of a liberal education. 

3. It is desirable, but by no means essential, 
that he possess a Ph.D. degree. 

4. He should keep up with recent scholarly 
publications in his field. 

5. He should not be lazy, conceited, impa- 
tient or indifferent. 

6. He should make an effort to connect what 
goes on in class with the real world. 

7. He should not jump from one thing to 
another in an illogical manner. 

8. He should have a sincere interest in his 
students. 

9. He should do independent research and 
publish his findings or theories from time 
to time. 

10. He should be familiar with fields of learn- 
ing which are closely related to the subject 
matter he is teaching. 

11. He should be familiar with basic trends in 
education in general. 

12. He should have a sound philosophy of life. 
This is very important for some of the 
teacher’s philosophy ‘rubs off” upon the 
student and if his outlook on life is indif- 
ferent, it may have disastrous effects upon 
his students. 

13. He should be able to select, organize, and 
interpret relevant material. 

14. He should possess high integrity. 

15. He should instruct with sincerity, enthu- 
siasm and impartiality. 

16. He should devote as much time as possible 
to individual counseling and encourage- 
ment. 

17. He should be capable of seeking out the in- 
tellectual potentialities of his students and 
be capable of teaching at such a level. 

18. He should be a dynamic personality who 
inspires his students with a passion for 
learning and with zeal for a life of construc- 
tive usefulness to society. 

19. If possible, he should have had actual ex- 
perience in his field of specialization since 
a. This gives him first-hand information of 

current practice. 
b. This gives him the confidence and poise 
of a man dealing with a subject matter 
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he has mastered in practice as well asin 
theory. 

c. It gives him added prestige with stu- 
dents. 


The superior instructor must possess a 
goodly number of these various qualities 
and characteristics. When he does, he 
begins to measure up to student’s ex- 
pectations. And they, in turn, will respond 
with the reward of enthusiasm for their 
studies. A most remarkable man is our 
modern “Mr. Chips!” 


TRAINING AND EVALUATING 
INSTRUCTORS 


Knowledge, if channeled “correctly,” 
can seldom be of harm to anybody, and a 
knowledge of the art of teaching certainly 
cannot harm the teacher. Teaching tech- 
niques can sometimes be learned by ob- 
servation of competent teachers, although 
the learning is probably less effective when 
observation is not accompanied by some 
theoretical training in which the reasons 
for using particular procedures or tech- 
niques are discussed. Therefore, it is my 
contention that instructors, and potential 
instructors, should themselves be _ in- 
structed in the theories, procedure, and 
techniques of teaching. As an accounting 
student I am particularly interested in the 
interest of the accounting instructors in 
knowledge of teaching. I believe this can 
be accomplished by offering on a seminar 
basis a course in the science of teaching. 
Such a course could be carried out a week 
or a few days prior to the official opening 
of the schools in the autumn, and could 
continue until the desired material is cov- 
ered. Possible phases of instruction in 
such a course are as follows: 

1. Orientation 

2. Platform presentation 

3. Evaluating skills 

4. Curriculum planning and supervision. 

If there is a shortage of accounting in- 
structors, it would be difficult, I suppose, 


to make such a course a prerequisite for 
teaching. Nevertheless, the seminar course 
can be strongly recommended to new staff 
members as well as the old. If such a 
course is carefully planned and has a 
qualified person as the instructor, it should 
be very worthwhile. Staff members, who 
at first may disdain such a course offer- 
ing, may see the value of such a course and 
enthusiastically cooperate with those who 
are interested in better teaching. 

Another scheme leading to better teach- 
ing which coincides very nicely with the 
seminar course, involves evaluating the ef- 
fectiveness of an individual’s instruction. 
There are many means by which the imagi- 
native dean, department head, or individ- 
ual teacher can measure the qualities of 
instruction: ‘‘The importance attached to 
these various types of evidences will de- 
pend on several factors, including the type 
of course, the maturity of the learners, and 
the philosophy of both the teacher and the 
instruction inolved. No neat formula will 
provide the answer. Unusual ability in one 
direction may easily outweigh many in- 
eptitudes that would have condemned a 
more mediocre person to dismal failure.’ 
Three devices which can be used to indi- 
cate the effectiveness of teaching are dis- 
cussed below. 

Our first indicator is that of student 
ratings. The Purdue Rating Scale For In- 
structors by means of which student 
ratings of teachers are obtained, has been 
used for over twenty years. It is used in the 
rating of the following skills: 

. Interest in subject. 

. Sympathetic attitude toward students. 
. Fairness in grading. 

. Liberal and progressive attitude. 

. Presentation of subject matter. 

. Sense of proportion and humor. 


. Self reliance and confidence. 
. Personal peculiarities. 


PWHE 


Ruth E. Eckert, “Ways of Evaluating College 
Teaching,” School and Society, February 4, 1950, pp. 
65-69. 
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9. Personal appearance. 
10. Stimulating intellectual curiosity.® 


There are many arguments, pro and 
con, as to the usefulness of student rating. 
Student ratings do have their weaknesses 
but they will furnish an indication to 
teaching effectiveness perhaps not other- 
wise obtainable. After all, the student is 
the only individual who really knows his 
own viewpoint as to what occurs in the 
classroom, day by day, for his advance- 
ment is the end-product of all the instruc- 
tor’s teaching efforts. Seriously and hon- 
estly prepared student ratings should help 
to promote good teaching and can stimu- 
late instructors to improve the quality of 
their classroom work. 

The second indicator of teaching effec- 
tiveness is ratings by fellow instructors or 
administrative officers based upon actual 
classroom observation. Here, however, one 
is treading upon dangerous ground since a 
teacher’s classroom is viewed in most in- 
stitutions as his private domain. Such a 
rating policy could only be established 
through shrewd planning on the part of 
the administrative officers. 

The third indicator is that of group test- 
ing. A comparison of the standings secured 
in departmental examinations by students 
in various sections which are taught by 
different instructors, will tend to indicate 
which instructors’ students have pro- 
gressed the most. To make such test com- 
parisons more credible, student raw ma- 
terial in each of the sections tested must 
be somewhat uniform. 

There is another attribute of the in- 
structor besides his teaching effectiveness 
which should be evaluated. A faculty 
member performs all kinds of services 
other than teaching which need be consid- 
ered in appraising his contribution to col- 

5H. H. Remmers and D. N. Elliot, “The Indiana 


College and University Staff-Evaluation Program,” 
School and Society, September 10, 1949, pp. 168-171. 


lege life. These other duties should not be 
minimized in evaluating a faculty member. 
They include student counseling, com- 
munity service, creative research, adminis- 
tration work, and contributions to various 
committees. 


CONCLUSION 


Three quotations seem to summarize 
the contents of my paper much better than 
I could myself: 

“The way in which the school is organ- 
ized, the design of its educational pro- 
gram and its administrative practices have 
little justification except as they stimulate 
and facilitate educational progress.’ 

“Until teaching is raised to a position 
equal in importance, in prestige, and in 
rewards to research, no amount of manipu- 
lation of titles of courses or requisites will 
make much difference.’” 

“Judgment as to teachers’ success must 
rest with some responsible individual or 
group of individuals. No test, rating 
scale, or other device will furnish definite 
answers to questions of faculty selection, 
retention, and promotion. Their function 
is simply to increase the array of evidence 
so that some competent individual or 
group of individuals can reach a sounder 
judgment on these matters than they 
otherwise would.’® Measured against 
these criteria, standards of instruction at 
the university level fall short of desirable 
goals. 

Yet my college training has been won- 
derful. While I cannot overlook all the 
good things I have received, I wonder: 
Could it have been even better? 
~ 6 Wesley J. Lyda, “Some Factors In The Improve- 
ment of College Instruction,” The Educational Record, 
January, 1952, pp. 91 ff. 

7Glen A. Reed, “Fifty Years of Conflict In The 
Graduate School,’’ The Educational Record, January, 
1952, pp. 5 ff. 

® Ruth E. Eckert, “Ways of Evaluating College 


Teaching,” School and Society, February 4, 1950, pp. 
65-69. 
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LIMITATIONS ON THE SIGNIFICANCE 
OF INVESTED COST 


GrorGE O. May 
Price Waterhouse & Co. 


opinion on the subject of Changing 

Concepts of Business Income have not 
taken the form of a conflict between the 
views of the practicing and the academic 
accountants. All the academic members 
of the Study Group which issued the recent 
report under that title (The Macmillan 
Company, 1952) joined with a two-thirds 
majority of the practicing members in 
approving the conclusions reached. The 
report of the Committee on Concepts and 
Standards of the Association, published 
in the January issue of the REview, fol- 
lows much the same line as that of the 
Study Group but goes rather further on 
some points and not quite so far on others. 

A different view—one widely held—of 
the significance of “invested costs” is 
reflected in an address delivered by Profes- 
sor A. C. Littleton which was delivered 
before publication of these reports but 
was first published in the April issue of 
the REVIEW. 

I read it with regret that I could not 
give to the views expressed the same large 
measure of agreement which I had been 
able to accord to the author’s Evolution 
of Accounting to 1900 and to the 1940 
revision of An Introduction to Corporate 
Accounting Standards, in the preparation 
of which he cooperated with Professor 
Paton. In the final chapter of his historical 
work (p. 361), Professor Littleton wrote: 


[ Is gratifying that the differences of 


“Accounting is relative and progressive. The 
phenomena which form its subject matter are 
constantly changing. Older methods become less 
effective under altered conditions; earlier ideas 
become irrelevant in_the face of new problems.” 


ACCOUNTANCY IN THE NINETEENTH 
CENTURY 


In a chapter dealing with cost account- 
ing he had noted the evolution of account- 
ing in the two paragraphs as follows (p. 
350): 


“Tn manufacturing, the center of thought is 
converting materials and labor: in commercial 
undertakings the center of thought is exchanging 
existing goods. Double-entry bookkeeping de- 
veloped as a complete system in an era of ex- 
change transactions and until the nineteenth 
century remained in an atmosphere of exchange. 
So long as exchange was its purpose and its en- 
vironment, bookkeeping expressed many ex- 
penditures for services as temporarily with- 
held deductions from capital—that is, practically 
as losses. With the advent of manufacturing, 
however, such expenditures as labor and services 
acquired must be regarded (with concrete mate- 
rials) as property-elements awaiting conversion; 
they represent investments of capital rather 
than suppositional losses of capital. This was a 
new view for bookkeeping. 

So long as bookkeeping was associated in the 
minds of its users wholly with commercial (i.e., 
exchange) transactions, it would be difficult to 
see a reason for, or a method of, interjecting 
manufacturing, or nonexchange, transactions into 
the closed system. These non-commercial tran- 
sactions would, in these circumstances, most 
naturally be dealt with in independent and 
separate analyses of the total commercial ex- 
penditures and would be put to the test of agree- 
ment in total with the key figures from the double- 
entry records. This is just what Payen and 
Norton both describe. The later appearance of a 
complete coordination of commercial and manu- 
facturing elements, such as Garcke and Fells 
wrote about, must therefore be taken as evidence 
of the growth at about this time of a broader 
conception of the possibilities of double-entry 
bookkeeping as an administrative instrument.” 
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THE TWENTIETH CENTURY 


The present century has seen an amazing 
development in administrative accounting. 
The same is true of the recording tech- 
niques of accounting. It is surprising that 
so little advance has taken place in what 
I have sometimes called financial account- 
ing, although perhaps investor-ownership 
accounting would be a more descriptive 
phrase. 

In his historical work Professor Littleton 
expressed the view, which had been earlier 
put forward by Professor Hatfield, that 
accounting made little headway in the 
four centuries that followed the exposition 
of double entry bookkeeping by Paciolo 
in 1494 and that the new impulse came 
from the development of a need for inves- 
tor-ownership accounting as a result of the 
great expansion of corporate enterprises 
which, in turn, was the result of the rapid 
extension of the factory system and mass 
production. 

He also made it clear that provision for 
property exhaustion in the case of the ear- 
lier corporate enterprises, such as the rail- 
ways, was based on the theory that the 
burden to be met by revenue was the cost 
of maintaining, renewing and replacing 
capital assets, and that the concept of 
amortization of cost began to be put for- 
ward in the industrial world only in the 
last twenty years of the nineteenth cen- 
tury. 

During that period there appeared a 
work on depreciation by Mathiesen, the 
discussions of factory accounts by Norton 
and by Garcke and Fells, already men- 
tioned, and the works on auditing by 
Pixley and Dicksee. American practice 
at that time, generally speaking, followed 
the English but was less articulately ex- 
pressed. 

In the “Introduction to Corporate Ac- 
counting Standards,” (p. 23) we find the 
following encouraging statement: 


“The assumption that recorded dollar cost 
continues to represent actual cost permeates ac- 
counting thought and practice, as it does the law. 
Accounting, in other words, assumes a stable 
measuring unit. In periods of major price move- 
ments this assumption is clearly invalid for cer- 
tain purposes, as has been pointed out by various 
writers in recent years: Undoubtedly interpreta- 
tive accounting faces a challenge at this point.” 


The challenge that was to be heard in 
1940 is more insistent today. Professor 
Paton seems to be more than willing to 
accept it. In his recent address Professor 
Littleton, while recognizing it, apparently 
takes the position that accountants should 
leave the task of meeting the challenge to 
others. 

In the papers submitted to the Sixth 
International Congress of Accounting in 
June which dealt with the subject of 
fluctuating price levels in relation to ac- 
counts, there seem to be a general recog- 
nition of the fact that accounting faces a 
new problem as a result of the inflation 
during the last half century and particu- 
larly during the last decade. 

Surely the most important question for 
the corporate investor today is how far 
the profits which are reported to him re- 
flect the result of healthy activities meas- 
ured in units of approximately equal pur- 
chasing power and how far they reflect 
only the illusory profits of monetary infla- 
tion. The question is one which can be 
answered only by the application of ac- 
counting techniques. 

It would be unfortunate if the account- 
ing profession should be deterred from 
undertaking the task of answering this 
question by reluctance to break what is 
believed to be an historical tradition. It 
would be doubly unfortunate if the belief 
itself should prove to be unfounded. 

On the basis of sixty years experience 
in accounting and of the reading which 
I have done, especially in connection with 
the report of the Study Group, I helieve 
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that the so-called historical cost tradition 
is not traditional. 

In the course of the most extensive paper 
submitted to the International Congress, 
Mr. C. Percy Barrowcliff said at page 13: 


“Accountancy practice in this country over 
the past seventy years has been firmly wedded 
to original costs.” 


Since monogamy prevails in the country 
in question (Britain), I think the words 
“firmly wedded” are inappropriate. Cer- 
tainly no promise to forsake all others and 
cleave only unto cost was a part of the 
marriage contract. Accounting practice has 
never forsaken value there or here. 

At the First Congress of Accountants 
in 1904, A. Lowes Dickinson, whose serv- 
ices to accountancy were recognized at 
the last annual meeting of the American 
Institute of Accountants, read a paper on 
the ‘Profits of a Corporation” which I 
was privileged to hear. In that paper Dick- 
inson made it clear that while account- 
ancy was looking more and more to cost, 
it could not ignore value. The fact was 
that, as his paper made clear, income was 
being determined in varied ways, both in 
England and America. To illustrate, rail- 
ways provided for property exhaustion on 
the basis of the cost of renewal. In mining 
and industry the methods employed were 
governed largely by the articles of associa- 
tion of the companies and amortization 
of wasting assets was not required. It is 
necessary to bear in mind that until 1855 
or even 1862 incorporation with limited 
liability was not easily effected in England. 
As a result, industrial partnerships or 
associations with unlimited liability de- 
veloped the practice of limiting their liabil- 
ity by contracts with those from whom 
they bought or borrowed. 

When incorporation with limited liabil- 
ity became general, articles of association 
took the place of these contracts, and 
stockholders were, broadly speaking, free 


to treat as distributable profits what they 
chose to describe as profits, so long as 
they did not violate their articles of associ- 
ation or distribute what had been con- 
tributed or earmarked as capital. 

The Act of 1862 contained model regu- 
latory provisions which were optional, one 
of which provided that no dividends should 
be paid except out of profits arising from 
the business of the company. This clause 
tended to bring about the development of 
rules of general application for the deter- 
mination of “‘business profits,” but always 
the question “What was the business of 
the Company?” had to be answered in 
order to determine whether the rule had 
been violated. 

In Dickinson’s paper of 1904 and his 
Accounting Practice and Procedure pub- 
lished in 1913, there can be observed a 
recognition of a distinction between profits 
in the broader sense and distributable 
profits in the narrower sense. On this 
point, the following passage is particularly 
significant: 

“This definition would permit any business 
concern to revalue periodically the whole of its 
assets and liabilities and to record the difference 
between its surplus so ascertained at the com- 
mencement and the end of the year as its Profit or 
Loss, respectively; and provided that this esti- 
mate were fairly and reasonably made, there 
would be no objection to such a course. In other 
words, every appreciation of assets is a Profit, and 
every depreciation a Loss; and in many private 
concerns this method, technically known as 
‘single Entry,’ of ascertaining Profits has been 
regularly adopted for years without bad results. 
A corporation, however, being endowed by 
Statute with special privileges is subject to 
special restrictions, among others that of a definite 
fixed Capital Stock upon which dividends are 
declared out of the Profits of the undertaking. 
Hence, the consideration of Profits as applied to 
@ corporation involves the consideration also of 
the limitations placed either by law or by sound 
principles of accounting upon their distribution 
as dividends. It is in the legal interpretation of 
the term Profits of a corporation (which has come 
to mean Profits available for dividends), and in 
the distinction between the strictly legal and 
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conservative accounting view of the principles 
upon which they should be ascertained that the 
difficulties of the subject chiefly lie.’ 


MATCHING COSTS AGAINST REVENUE 


The notion of matching costs against 
revenue has undoubted usefulness as a 
first approach to a theory of income deter- 
mination but it is not adequate as a com- 
plete theory. Among its weaknesses for 
this purpose are the following: 


1) Acquisition prices depend on the nature, 
quality and quantity of goods acquired. It 
is seldom that goods are sold in the same 
condition and the same quantities in which 
they are bought. 

In mining or manufacturing, products of 
different quality or character result from 
the same process. In flour milling the prod- 
uct that requires the most effort to produce 
is actually the least valuable. Where goods 
are bought in bulk and sold or used in small 
quantities it is not acceptable to assume 
that the proper charge against the proceeds 
of sale can be determined on a unit cost 
basis; it may be convenient to do so tenta- 
tively and to make any necessary revision 
later by allowances in taking inventory. 

The cost-or-market rule for inventories, 
properly applied, does this. However, some 
who uphold the historical cost tradition 
either reject that rule altogether, or treat it 
as involving a reservation of realized profit 
to provide for a future loss. The more 
modern statement of the cost-or-market 
rule takes the form that only useful costs 
should be carried forward and that costs 
that cannot be realized should not be re- 
garded as useful. It attains the result the 
cost-or-market rule was designed to meet 
and is, I believe, a necessary modification 
of the historical cost concept. 

It may be said that nearly all manufac- 
turing costs are joint-costs to some extent 
since the cost of each unit depends on what 
and how many other units are produced. 
In the case of physical capital assets that 
are consumed in operation, there is a con- 
stant process of partial replacement or re- 
newal so that there are at any moment two 
sets of costs that have become matters of 


2 


oe Proceedings of the Congress of Accountants, 1904, p. 


history, the cost of property replaced and 
the cost of the property that replaced it. To 
determine what should be charged against 
revenue, a subjective choice between these 
two types of cost is necessary and that 
choice in practice varies from industry to 
industry and from one class of property to 
another. What proportion of a cost shall be 
charged against a particular period is al- 
ways a matter of subjective determination. 

3) The time intervals between the incurring of 
costs and their being matched against 
revenue vary greatly and may be so great 
as to destroy the significance of the acquisi- 
tion cost. This weakness becomes more pro- 
nounced the more prices change. 
The strict historical cost method makes it 
easier for managements which wish to dis- 
tort results to do so by choosing whether 
transactions shall or shall not be entered 
into and the precise form that they shall 
take. 

5) A transaction to which the accounting 
entity is a party does not necessarily pro- 
vide objective evidence; often a transaction 
between two parties, neither of which is the 
accounting entity, may be more reliable and 
objective. 

6) Events as well as transactions materially 
affect income and financial position and 
there is seldom any objective measurement 
of the financial effects of events. 


4 
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“ORIGINAL COST’? ACCOUNTING 


The concept of an accounting for in- 
vestment costs has found its most nearly 
complete embodiment in the “original 
cost” accounting that has been imposed 
on utilities by Federal agencies. In this 
case, it is cost to the enterprise rather than 
cost to the corporation that controls. This 
concept, evolved during the last fifteen 
years, is already facing the test of a period 
of inflation and does not come well out of 
the test. A large part of the cost of making 
good exhaustion is being provided out of 
capital, upon the assumption that regula- 
tion will always protect that capital and 
in the hope that future advances in the art 
will lighten the burden so that the con- 
sumers of the future will be content to 
bear it. 
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THE WRITE-UPS OF THE 1920’s 


In discussions of the cost concept refer- 
ences are frequently made to the “write- 
ups” during the 1920’s but apart from the 
Utility Holding Companies they had little 
adverse effect, though in my judgment, 
then and now, they were not the right way 
of adjusting depreciation charges upward 
which was, as Montogmery said, desirable. 
We should, I believe, have been better 
off over the whole period from 1916 to 
1936 if we had then distinguished clearly 
the part of income or losses that reflected 
only changes in price levels, as the Study 
Group now proposes. During the first 
World War some companies, such as 
U. S. Steel Corporation, did in effect place 
their accounts on a LIFO basis and sup- 
plemented their exhaustion charges based 
on cost in their income accounts by addi- 
tional charges in respect of price inflation. 
In this way they mitigated the effects of 
the decline in prices in 1920-1921. 


THE ACCOUNTANT’S OBLIGATION 


The independent public accountant 
elected by stockholders owes a duty to 
investors to secure a definition of income 
that is as significant as possible in relation 
to conditions that exist, and to warn them 
of the unsoundness or limitations of the 
concept that is being reflected in the ac- 
counting reports submitted to them. I do 
not think that obligation is being adequate- 
ly recognized or discharged today. The 
separation of the reported income into 
two components as suggested by the Study 


Group, either in formal accounts or in 
supplementary statements passed upon 
by the accountant, would, I suggest, con- 
stitute the minimum of fulfillment. 

There is a need today for a coordinated 
effort to develop and expound a concept 
of business income and forms of presenta- 
tion that will accord with the realities of 
business. “Income,” without any qualify- 
ing adjective, is fast becoming, if it has 
not already become, a political concept, 
and the business professions cannot expect 
to be granted the right to define it. There 
is, however, no reason why they should 
not undertake the more limited task of 
defining “‘business income,” meaning in- 
come as it is conceived in the best business 
practice. In the work to be done, academic, 
administrative and practicing accountants 
should join together and seek the coopera- 
tion of other business professions. 

There is also need to make clear to the 
public what financial statements, as now 
presented, do not provide, and to make up 
some of the deficiencies. The information 
needed is essentially of the same character 
as much on which accountants do now 
pass and of equally great importance. 
Not all accountants will be qualified to 
render the additional service needed, but 
neither are all of them qualified to cope 
with all the responsibilities now frequently 
assumed. Accounting, like law and medi- 
cine, must become a profession in which 
all practitioners must have a certain mini- 
mum of competence in every field, but few 
if any, will be equipped for every task the 
profession will offer. 
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CHANGES IN MONETARY VALUE AND 
PROBLEMS OF CONVERSION 


J. M. YANG 
New Asia College, Hong Kong 


HE TRADITIONAL BASIS in the ac- 
[counting of assets and expense is 
cost which in the main represents 
the actual price paid for various resources 
—facilities, goods and services—necessary 
for the conduct of business. During recent 
decades the trend of accounting thought 
has been toward a more general acceptance 
of cost not only as a basis of initial entry 
but also as a basis of periodic statement 
of value. This is natural perhaps in view 
of the increasing emphasis placed upon the 
operating aspect of business and the grow- 
ing eminence of the income statement. 
From the standpoint of business opera- 
tion the significance which cost holds for 
the accountant is based on logical as well 
as factual grounds. The primary purpose 
of every business undertaking is to make 
profit, and in achieving this purpose it 
incurs cost. It is from the excess of revenue 
over cost that profit is derived. To the 
business, therefore, all assets with the ex- 
ception of cash and receivables are inter- 
mediate representations of cost—invest- 
ments with the ultimate object of gain. In 
this sense the accountant is fully justified 
in adopting cost as the rational basis for 
his entry and in following this cost in his 
record through the entire process of opera- 
tion till it finally leaves the business in ex- 
change for revenue. Further, the account- 
ant, like the historian, stresses objectivity 
in so far as objectivity is obtainable, in 
gathering data for his record; and in the 
absence of evidence to the contrary, the 
price paid for resources represents to him 
the correct amount of cost—an assumption 
which is borne out by facts in the vast 
majority of cases. 


EFFECT OF CHANGES IN MONETARY 
VALUE 


Unfortunately the value of the monetary 
unit in terms of which cost is stated does 
not always remain stable, and in fact, 
significant changes have taken place during 
recent years as indicated by the price 
levels. In the event of persistent changes in 
the value of money, the time factor be- 
comes important. Where cost can be 
liquidated through revenue as fast as it is 
incurred, cost and revenue will be stated 
still in dollars of equal value. Evidently, 
except in an extremely simple business 
such as peddling, no day-to-day liquidation 
of cost is possible. In a typical enterprise 
numerous assets are acquired which last 
for long intervals of time or far in advance 
of actual needs. The effect of monetary 
variations is especially conspicuous on such 
assets as land, buildings, equipment, ma- 
chinery and to some extent also on inven- 
tories of merchandise, materials, semi- 
finished and finished goods. These assets, 
according to conventional accounting 
methods, are each recorded at their re- 
spective costs expressed in dollars as of the 
dates of their acquisition or the acquisition 
of the factors of which they are composed. 
It is only after more or less lengthy inter- 
vals of time that their cost will enter into 
expense and become applicable to revenue. 
Services such as labor, light and power 
etc., in so far as they represent cost of sell- 
ing and administration, are more closely 
related to revenue. But services in aid of 
production will also enter into the cost of 
manufactured products and there is gen- 
erally some lapse of time before their cost 
becomes the cost of sale. Following this 
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analysis, the revenue realized at any par- 
ticular time will be stated in current dol- 
lars, whereas expense will be stated in past 
dollars and usually past dollars of various 
values because the resources consumed and 
constituting the expense are likely to have 
been acquired at different price levels. The 
longer the interval between the sale of 
product and the acquisition of the re- 
sources required for its fabrication, the 
wider would be the discrepancy between 
expense and revenue. In case of accelerated 
price variations, expense and revenue might 
be so much out of proportion that the in- 
come arrived at in the traditional manner 
would become misleading. 


CONVERSION OF COST—-OF FUNDAMENTAL 
IMPORTANCE 


Does this suggest that cost in the his- 
torical sense has lost its significance and 
should be discarded? Apparently, a blind 
adherence to cost in the face of serious 
changes in price level would result in an 
expense figure devoid of importance. Ex- 
pense and revenue stated in dollars of 
unequal value could no longer be used as 
accurate measure of operating efficiency. 
Nor would the difference between expense 
and revenue show real income, if income is 
interpreted as an increase in economic 
well-being or purchasing power. This does 
not necessarily imply, however, that the 
historical cost as a basis of accounting 
should be abandoned. What is really neces- 
sary is to bring cost and revenue to a com- 
parable basis—that is, to dollars of equal 
value. This means either that the historical 
cost in past dollars should be converted 
into historical cost in current dollars, or 
the revenue in current dollars should be 
converted into revenue in past dollars 
(revenue on “if then realized” basis). In the 
former case income would be on current 
dollar basis and in the latter, on past dollar 
basis. These two methods of conversion 
would seem equally sound in point of 


theory, as one can say with equal pro- 
priety, in the case of an upward swing of 
prices, that cost is deflated or that revenue 
is inflated. The latter is even more in ac- 
cord with the fact. However, conversion of 
revenue would be fraught with practical 
difficulty, because it would be necessary to 
associate specific revenue with specific cost. 
Further, people in general are more easily 
accustomed to calculation in terms of cur- 
rent dollars; and hence income expressed 
in current dollars is more intelligible. The 
solution of the problem, therefore, lies, 
fundamentally, in some method of con- 
version of historical cost expressed in 
heterogeneous dollars into homogeneous 
dollars on equal footing with revenue. 


CONVERSION OF REVENUE— 
UNNECESSARY EXCEPT FOR 
PERIODIC COMPARISON 


It has sometimes been suggested that 
revenue, as in the case of cost, should be 
converted. This step seems unnecessary. If 
the conversion of cost represents, as in- 
dicated above, an attempt to bring cost to 
comparable basis with revenue, the dollar 
in which revenue is stated is exactly the 
dollar to which the cost of all resources 
used in securing the revenue should be con- 
verted. Revenue represents but an ab- 
stract quantum of the resources received 
in exchange for goods sold or services ren- 
dered, and as such sets the limit to income. 
A conversion of revenue would not, there- 
fore, serve any useful purpose as far as in- 
come determination is concerned. While it 
is true that during a period of sharp rise 
in prices the dollars of revenue realized at 
any given moment of time may be sub- 
sequently diluted in value unless tactfully 
invested, it should be observed that the in- 
vestment of resources as a whole consti- 
tutes a problem entirely separate and dis- 
tinct from the realization of revenue in the 
first instance. 

However, this does not deny that con- 
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version of revenue may be useful for pur- 
pose of comparison between periods. From 
period to period the expense and revenue 
are likely to be stated in dollars of different 
values and unless these figures are reduced 
to common dollar basis, the comparison of 
operating conditions between periods 
might be meaningless. This is generally 
true of comparisons between years, but 
may also be true of comparisons between 
months during the same year. Where 
monetary fluctuations are violent, figures 
of expense and revenue are liable to vary 
considerably from month to month. In 
such a case it might be necessary to de- 
termine the income for each month during 
which the monetary value is relatively 
stable. If this is done for comparison be- 
tween months, the monthly figures of ex- 
pense and revenue should each be con- 
verted to dollar values at the end of the 
year, and for comparison between years the 
annual figures of expense and revenue as 
arrived above should again be converted 
to the dollar values at the end of the year 
just closed.! But whatever conversions 
may be necessary for comparison between 
periods, they are to be made outside of the 
accounting records and the regular income 
statement. It should be observed, further, 
that the conversion of expense from orig- 
inal dollars to the dollars in which the re- 
lated revenue is expressed, as noted above, 
is always of primary importance and should 
be undertaken before the expense data are 
converted for comparative purposes. 


ACCOUNTING SIGNIFICANCE OF 
COST CONVERSION 


Through conversion all elements of cost 
involved in production, selling and ad- 
ministration will be brought into homo- 


‘Where monthly variations are negligible, it is 
possible to effect a direct conversion of the total actual 
expense and revenue of each of the years under com- 
parison to dollar values at the end of the year just 
closed. 


geneous dollars of the same value as those 
in which revenue is expressed. In the event 
of continuing rises in price level, cost of 
production will be consistently marked up 
and this increase in dollar cost as a result 
of conversion will represent, pending the 
accrual of revenue, an unrealized differen- 
tial due to decline in the value of money. 
After revenue is accrued, this differential 
will be deducted from revenue and become 
realized. Further, any increase in dollar ex- 
pense resulting from direct conversion of 
the cost of all resources consumed at the 
time revenue is accrued will be similarly 
deducted from revenue and enhance the 
total of the realized differential. This dif- 
ferential, assuming that the procedure of 
cost conversion has been systematically 
carried out, will represent the amount in 
current dollars necessary to maintain the 
purchasing power of the funds invested in 
the resources consumed in securing the 
revenue and not income in the strict sense. 
From the standpoint of accounting, there- 
fore, the final effect of cost conversion is a 
splitting of revenue and segregation from 
income the element which corresponds to 
a recovery of inflated cost. If the change in 
the value of money is at all serious, such a 
step would prove of great importance be- 
cause it would place cost and revenue on a 
common dollar basis for the measurement 
of operating efficiency and the formulation 
of rational policy with reference to divi- 
dend distribution. 


CONVERSION OF “INVESTMENT” 
ASSETS—-GENERALLY DESIRABLE 


If the purpose of conversion is merely to 
bring cost to comparable basis with reve- 
nue, the computation may, conceivably, 
be limited to the cost of resources actually 
entering into business operation; in other 
words, cost of resources may possibly be 
converted only as they are utilized and the 
cost of resources which remain in their 
original form may be left on the historical 
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basis. Such a procedure, however, while 
adequate from the standpoint of income 
determination, would be inadequate for a 
correct statement of financial condition; 
in general, it is desirable to extend the 
scope of conversion to include the data to 
be exhibited on the balance sheet. This re- 
quires, in the first place, that the value of 
all assets be expressed in dollars as of the 
date of the statement. In this connection it 
should be observed that cash, receivables 
and other fixed dollar claims are auto- 
matically adjusted to current dollars and 
require no conversion as far as the prepara- 
tion of balance sheet is concerned. It is 
only those assets whose value fluctuates 
with the change in value of money that 
need to be adjusted. These will comprise 
all the resources—facilities, goods and serv- 
ices—in which business funds have been 
invested with a view to producing revenue 
and they may be designated as the “in- 
vestment” assets in contrast to the “dol- 
lar’’ assets like cash and receivables. Most 
of these investment assets will sooner or 
later find their way into the cost of business 
operation and are, therefore, in the nature 
of potential costs. In view of this fact, con- 
version of their value is particularly useful 
in that it will serve to bring the value to a 
uniform “dollar base” (the significance of 
which will be explained later), where ac- 
quisitions are made in different lots, to 
facilitate cost computation. This is espe- 
cially true of assets such as machinery and 
equipment whose service lives are long and 
units numerous, but generally true also in 
the case of other fixed assets and inven- 
tories. 

Since assets represent resources on hand 
as distinguished from those consumed in 
business operation, any write-up in their 
value as a result of conversion must be 
considered as unrealized differential due to 
the change in value of money. Only as the 
assets expire and enter into expense, will 
the unrealized differential associated with 


the assets form a part of the deduction 
from revenue and become realized. 


WHAT THE CONVERSION OF “‘DOLLAR”’ 
ASSETS AND EQUITIES 
MAY ACCOMPLISH 


As already pointed out, cash, receivables 
and other fixed dollar claims are self-ad- 
justed to current dollars and may be 
brought directly into the balance sheet 
without conversion. Similarly, liabilities as 
a whole and ordinary preferred stock equi- 
ties represent obligations fixed as to the 
amount of dollars in which they are stated; 
hence their conversion is also unnecessary. 
However, conversion of these dollar assets 
and equities may be useful in revealing the 
loss or gain in purchasing power involved 
in holding these assets and owing these 
equities. During a period of rising prices, 
holding of dollar assets results in a loss 
of purchasing power, and owing of debts 
results in a gain of purchasing power. In 
the former case the extent of loss is measur- 
able by the difference between the amount 
actually on hand and the amount which 
would have been on hand had the funds 
been put promptly into uses that would 
insure their growth in value in terms of de- 
preciated dollars; and in the latter case the 
extent of gain is measurable by the dif- 
ference between the amount actually pay- 
able in current dollars and what would 
have been necessary for payment in dol- 
lars of greater purchasing power had pay- 
ment been made as soon as the debts were 
contracted. To calculate precisely the loss 
and gain thus involved, a cumulative con- 
version of balances of these assets and equi- 
ties during each interval they remain un- 
changed would have to be made to arrive 
at the would-be values for comparison 
with the actual values. The same result 
may be obtained by converting separately 
each item of increase and decrease in these 
assets and equities to the end of the ac- 
counting period and comparing the actual 
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balance with the balance thus derived. 
Such calculation would, apparently entail 
an immense amount of work as transac- 
tions affecting these assets and equities 
especially those in the current group, are 
normally very numerous; but unless com- 
plete accuracy is desired, the conversion 
may be dispensed with, for loss and gain 
from the retention of dollar assets and 
equities may be determined through a 
simpler method as will be presently dis- 
cussed. 


CONVERSION OF RESIDUAL EQUITIES 
—NOT ESSENTIAL BUT 
SIGNIFICANT 


Proprietorship of the typical sort repre- 
sented by common stock equities is affected 
by all factors associated with the conduct 
of a business, including both those having 
to do with operation as such and those re- 
sulting from monetary fluctuations when 
full recognition of the latter is given to the 
assets. In view of its truly residual charac- 
ter, in other words, the effect of decline in 
monetary value will be fully reflected in 
proprietorship in the form of realized and 
unrealized differentials or surplus following 
the conversion of assets. It would seem, 
therefore, that there is no strict necessity 
in converting proprietorship as far as a 
statement of total proprietorship is con- 
cerned. However, for the purpose of in- 
dicating to what extent capital invested in 
terms of old purchasing power is main- 
tained in the face of currency depreciation, 
there is some significance in converting 
proprietorship to current dollars; the con- 
version will disclose what additional 
amount in current dollars would be neces- 
sary to keep intact the purchasing power 
of capital invested. This information is, 
evidently, of considerable value from the 
viewpoint of both the investors and the 
management. As pointed out previously, 
conversion of assets will bring out the un- 
realized increase in value due to currency 


depreciation and when the assets are con- 
sumed and become cost of sale, the un- 
realized increase in value will be deducted 
from revenue and become realized, segre- 
gated from the otherwise overstated in- 
come. But unless the sum of these realized 
and unrealized increases in value of assets 
is sufficient to cover fully the amount 
necessary to maintain the purchasing 
power of capital invested, a loss in pur- 
chasing power will result. A contrary situa- 
tion will show a gain. 

This gain or loss, it should be noted, is 
entirely distinct from the gain or loss from 
business operation and is traceable to the 
holding of dollar assets and equities. Its 
conclusiveness will depend, of course, 
on the consistency and accuracy of the 
procedure of conversion of the investment 
assets (and cost of sale) on the one hand 
and of the residual equities on the other? 
For this purpose the conversion should in- 
clude all items of proprietorship—capital, 
surplus, reserve as well as current income 
or loss. When this is done, the total in- 
crease in the amount of proprietorship as 
a result of conversion minus the sum of the 
realized and unrealized differentials de- 
rived from the conversion of assets will 
show the gain or loss in purchasing power 
from the holding of dollar assets and equi- 
ties. The same may also be reflected by the 
difference between the total value of assets 
in current dollars and the total amount of 
equities (not including the above-men- 
tioned differentials) in current dollars. 

Mathematically, this seems obvious. In 
a system of double-entry accounting, 
equality of assets and equities is constantly 
maintained. Now suppose all assets and 
equities—balances as well as transactions 
during a period—were converted by the 
same price indexes, either in a single con- 

2 Further, this method can only reveal the net gain 
or loss but not the gain due to the owing of dollar equi- 
ties and loss due to the holding of dollar assets separate- 


ly as can be obtained by the systematic conversion of 
the dollar assets and equities themselves. 
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version or a series of conversions, the re- 
sulting assets and equities would still be 
equal and would all be expressed in figures 
reflecting the automatic growth in value 
corresponding to the decline in value of 
money. If, actually, only a portion of the 
assets and equities (that is, the investment 
assets and residual equities) are converted 
the difference between the converted assets 
and equities should be the same as the dif- 
ference which would obtain between the 
remaining assets and equities (that is, the 
dollar assets and equities) if they, too, were 
converted. This would-be difference, when 
compared with the actual difference be- 
tween the dollar assets and equities, will 
reveal the gain or loss in purchasing power. 
Consequently, the difference between the 
sum of the converted and unconverted 
assets on the one hand and the sum of the 
converted and unconverted equities on the 
other, will also produce the same informa- 
tion. 


-——— MEASUREMENT OF CHANGES IN 


VALUE OF MONEY 


Thus far we have been primarily con- 
cerned with the scope and significance of 
conversion of the different classes of ac- 
counting data. Attention will now be given 
to some of the major problems with which 
the accountant would be confronted in car- 
rying out the actual work of conversion. Of 
these problems the first and most funda- 
mental would be to look for a satisfactory 
basis of measurement of the changes in the 
value of monetary unit. It is easy enough 
to say that the dollar is not what it used to 
be, but the accountant cannot be satisfied 
with such a general statement; for his 
records and statements he would want a 
measurement which is sufficiently accurate 
and objective so that he can use it con- 
sistently. Herein lies, perhaps, the cause 
for the dilemma in which the accountant 
may find himself in the face of major 


changes in the value of money. The unad- 
justed historical cost may be known to be 
losing ground as a correct index of cost of 
operation; yet there seems to be no alter- 
native basis sufficiently accurate and ob- 
jective for him to follow in translating the 
figures of his records. In this matter he pro- 
ceeds cautiously, not willing to part with 
the old ways until he is sure of the new. 
This aversion to change is especially strong 
when the evil of monetary fluctuation is 
yet relatively small as compared with 
what, it is dreaded, might inhere in an al- 
ternative method of dealing with cost 
whose accuracy has not been tested. 
Obviously, the only way the change in 
value of money can be measured is by 
means of an expression of its purchasing 
power as reflected by the price level. A 
decline in the purchasing power of money 
is indicated by a rise in price. But prices of 
all goods do not rise in perfect unison nor 
in equal proportion; hence an accurate 
measurement of the change in purchasing 
power of money is always difficult to ob- 
tain. A rise in prices of the specific assets 
employed by a business enterprise can not 
be taken as an accurate measurement, be- 
cause specific prices are likely to be af- 
fected by factors other than pure decline 
in the purchasing power of money, such as 
changes in conditions of supply and de- 
mand. Further, specific prices would be 
synonymous with costs of replacement 
which, though sometimes recommended, 
are objected to on the ground that they 
represent future rather than present costs. 
For relative accuracy the measurement of 
purchasing power must be based on a 
composite average of prices of a suf- 
ficiently wide range of articles; and in this 
connection the general price index, theo- 
retically, fulfills the purpose. In the gen- 
eral price index, it is presumed, factors 
other than the pure change in value of 
money would more or less neutralize each 
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other, and it compares favorably. with 
specific prices in accuracy and objectivity. 


DIFFERENTIATION OF DOLLAR BASE 


Assuming that the general price index 
is, in principle, a satisfactory measurement 
of changes in the value of money, it will 
be necessary in converting the accounting 
data to differentiate the specific dollar base 
from which the conversion is to be made. 
The purpose of conversion is to bring a 
particular value stated in the dollar as of 
a certain date to the dollar of another date; 
and since the value of the dollar is meas- 
ured by the price index, the actual pro- 
cedure of conversion will consist in dividing 
the value by the index of a certain date and 
multiplying it by the index of another date. 
The index to be used for multiplication is 
always that prevailing as of the date of 
conversion, but the index to be used for di- 
vision varies with the time of incurrence of 
the particular cost or obligation to be con- 
verted. Further, it often happens that a 
value which has been once converted to the 
dollar of a certain date needs to be con- 
verted again to the dollar of a later date; 
then the converted value has to be divided 
by the index of the date of first conversion 
before it is multiplied by the index of the 
date of second conversion. In both of these 
cases the dollar as of the date a specific 
value is incurred or previously converted 
constitutes the base from which conver- 
sion is to be made—signifying coincidently 
the index to be used for the division of the 
value involved. 

Since business resources are generally ac- 
quired and obligations incurred in dif- 
ferent installments and at dollars of vary- 
ing values, observation of the specific dol- 
lar base for each asset or equity item to be 
converted is, evidently, of fundamental 
importance. In general, assuming a con- 
sistent trend in price level, the longer the 
interval between transactions, the wider 


would be the variation in dollar values 
in which the transactions are respectively 
expressed and consequently, the more im- 
portant would it be to observe each dollar 
base for conversion. At the same time 
through the process of conversion the vary- 
ing dollar values would be brought step by 
step to uniformity. In the case of fixed 
assets of long service lives such as plant, 
equipment and machinery, for example, 
transactions of additions, renewals and im- 
provements are usually very spasmodic 
and their history covers a good many ac- 
counting periods during which significant 
variations in value of money may exist. 
It is in these assets that the most con- 
spicuous conglomeration of dollar values is 
generally found. Through systematic con- 
version the varying dollar values can be 
brought to uniform dollar bases to facili- 
tate subsequent conversions and the com- 
putation of depreciation. Further, in the 
manufacturing process the identity of costs 
of materials, supplies, labor, etc., is often- 
times mixed and the dollar bases of the 
respective costs become thereby indis- 
tinguishable. In such cases and where cur- 
rent information regarding effective cost of 
production is desired, interim conversion 
of costs during each process of fabrication 
should be made in order to bring all ele- 
ments of costs as soon as possible to iden- 
tical dollar bases for further conversion in 
later processes untill current dollar cost 
finally emerges with the completion of the 
product. Apparently, a single conversion 
at the time of completion would not pro- 
duce an accurate result, for the dollar bases 
of resources used would not be homo- 
geneous. 


PROBLEM OF CONVERSION OF 
INDIRECT COSTS 


The major purpose underlying the con- 
version of assets being to bring cost in- 
curred progressively to current dollar 
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levels to match revenue, the procedure of 
conversion, as far as a manufacturing en- 
terprise is concerned, would consist of 
two principal stages—production and sell- 
ing. In production, theoretically, all ele- 
ments of cost should be converted and con- 
verted cost cumulated to the point of com- 
pletion of production; and in selling, all re- 
sources consumed in effecting the sale 
should be converted to the point of sale. 
Practically, however, in both of these 
stages there is the problem of indirect cost 
which cannot be associated with any par- 
ticular production or selling activity and 
hence cannot be converted with specific 
reference thereto. In conventional cost pro- 
cedure, the handling of overhead has al- 
ways been a difficult problem and the step 
followed is generally one of proration of 
total periodic cost on some logical basis to 
the products concerned—the practical ef- 
fect being an absorptivn of total cost in 
total production of the period. Similarly, 
at the selling end, direct association be- 
tween cost and revenue is practicable only 
in the case of the merchandise cost of sale 
and a few items of direct selling expense, 
all other items of selling and administra- 
tive expense being of such an indirect na- 
ture that they can be compared with 
revenue only on a periodic basis. 

In these cases the accountant has to 
make two important assumptions: that the 
value of money changes gradually and uni- 
formly from day to day during the period 
and the production and selling activities 
spread also more or less uniformly in point 
of time. Indirect costs may then be divided 
into current and fixed groups, the former 
representing costs of currently acquired 
goods and services and the latter repre- 
senting the expired cost of plant and equip- 
ment and other amortized charges. Current 
costs are incurred piecemeal and at dollars 
of gradually changing value, while fixed 
costs are incurred in lump sum and at 
dollars with relatively greater variance in 
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value. In so far as current costs spread uni- 
formly throughout the period, they would 
be expressed automatically in dollars syn- 
chronizing in. value with the dollars to 
which the direct costs are converted and 
hence their conversion would be unneces- 
sary. Of course, perfect synchronization 
does not exist actually, because few current 
costs are incurred with exact uniformity 
as to time, but with limited exceptions and 
during an extended period, sufficient uni- 
formity may be assumed. With reference 
to fixed costs, conversion may be made to 
the average dollar value of the period, or 
the dollar value as of the middle of the 
period. However, in making allocation of 
manufacturing overhead to the products, 
the charge should be varied according to 
the time during which they are processed, 
with total allocation for the period ap- 
proximately equal to the total converted 
cost. Current costs paid at irregular inter- 
vals may be handled somewhat in the same 
way as fixed costs. 


PERPETUAL VS. PERIODIC 
CONVERSION 


The procedure of conversion should be 
ideally, of a perpetual character; that is, 
every increase of asset (or equity) that 
needs to be converted should be converted 
from its specific dollar base to the dollar 
base of every succeeding increase so that 
its balance may be brought continually 
into current homogeneous dollars and that 
every decrease of the respective asset, as- 
suming the average cost to be used, may 
be stated in terms thereof at the time of the 
decrease. Such a procedure, aside from 
the amount of work involved, would be 
advantageous in a number of respects. 
First, it would insure complete accuracy of 
computation because changes in dollar 
value are followed up specifically. Second, 
currently available costs expressed in up- 
to-date dollars would be of considerable im- 
portance to management in case of drastic 
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changes in price levels. Third, in a system 
of perpetual conversion, a complete record 
would necessarily be kept of the converted 
figures and resulting dollar bases from suc- 
cessive computations, which would make 
the work of conversion verifiable in detail. 
An important objection to perpetual con- 
version is that the work involved in making 
the frequent calculations and entries would 
be prohibitive; and it seems that no matter 
how the accounting technique may be im- 
proved, this consideration would remain a 
serious obstacle to its complete adoption. 

An alternative procedure would be to 
leave the accounting data from day to day 
on the conventional dollar basis and to ef- 
fect conversion of the recorded data peri- 
odically. Practically, such a procedure 
would aim at converting periodic totals of 
transactions wherever possible. While la- 
bor-saving, conversion of periodic totals 
would involve, inevitably, some sacrifice of 
accuracy, although in the absence of major 
price fluctuations, the inaccuracy may not 
prove intolerable. It should be noted, 
further, that conversion of periodic totals 
cannot be applied to all assets and equi- 
ties, but only those in which transactions 
occur frequently and more or less uni- 
formly during the period. These would in- 
clude, in general, assets which are currently 
acquired, fabricated, completed and sold in 
a continuous stream of transactions, such 
as merchandise, materials, supplies, goods 
in process and finished goods (and current 
dollar assets and equities in case their con- 
version is undertaken). With respect to 
these assets, assuming that the value of the 
dollar changes gradually and that the 
flow of transactions is approximately even, 
the different dollar bases represented in 
the transactions of the period may be 
averaged and the periodic total may be 
converted with the average dollar value as 
a base. This virtually means that the dollar 
value as of the middle of the period would 
be used in place of the various bases ac- 
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tually represented, as if all the transactions 
had occurred during the middle of the 
period. Obviously, the use of average dollar 
value is impracticable with respect to such 
assets as buildings, machinery and equip- 
ment and proprietary equities as a whole, 
in which transactions are, as a rule, highly 
spasmodic and hence the dollar bases can- 
not be averaged. For their conversion, ob- 
servation of specific dollar bases is neces- 
sary, even though the work of conversion 
may be done at the end of the period. In a 
practical situation, if the relatively active 
accounts can be converted in periodic 
totals, the work involved would be con- 
siderably reduced. It should be noted in 
passing, moreover, that where purchases 
of merchandise or materials are made in 
big lots at irregular intervals, each pur- 
chase should be specifically converted, 
while disposals, if occurring more or less 
uniformly, may be converted on the basis 
of periodic totals. 


FURTHER CONSIDERATION OF 
PERIODIC CONVERSION 


While perpetual conversion necessitates 
more frequent calculations the principle 
involved in the method of its application is 
relatively simple. Periodic conversion, on 
the other hand, in view of the numerous 
assumptions that are necessary for its 
execution, requires some further considera- 
tion. In this connection attention will be 
given primarily to those assets which are 
most adapted to periodic conversion com- 
prising, as indicated above, most forms of 
the “inventoriable” assets such as mer- 
chandise, materials, etc. Assuming that a 
continuous inventory record is maintained 
on the conventional basis and all issues of 
goods are priced according to the Fifo 
principle, the procedure of effecting pe- 
riodic conversion should not be difficult. 
Conversion is preferably effected on the 
monthly basis as transactions are normally 
liable to vary quite appreciably from 
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month to month, but more extended pe- 
riods may be used where monthly varia- 
tions are negligible. 

In each case the conversion base for the 
inventory at the beginning of the year 
should be the dollar value (or price index)* 
as of the end of the preceding year* and 
the conversion base for the total additions 
during each month should be the average 
dollar value of the respective month of 
addition. Conversion of these goods should 
be made separately for the portion issued 
during each month and for the unissued 
portion at the end of the year. The dollar 
value to which the former goods should be 
converted is the average dollar value of the 
respective month of issue while the dollar 
value to which the latter goods should be 
converted is the dollar value as of the end 
of the year. The month of issue for the 
opening inventory and additions is the 
month during which they become absorbed 
in production or sale as shown by the 
records, inventory being assumed to be ab- 
sorbed first and then the additions of each 
month in succession. This would involve, 
practically, the checking of the cost of 
goods issued each month into the inventory 
and record of additions to ascertain the 
source of stock from which the goods have 
been issued and then the average dollar 
value of the month of issue is used for the 
conversion of the related goods.5 The con- 

’ Since the dollar value is, by assumption, measured 
by the price index, the two terms are practically identi- 
cal in significance and they are used interchangeably. 

‘In this and later connections it is assumed that 
the inventory has already been converted to dollars 
prevailing at the end of the preceding year. If conver- 
sion is attempted for the first time, however, the dollar 
base has to be traced to the date of incurrence of the 
cost. 

5 If, as often happens, the goods have been issued 
in part from inventory and in part from additions, or 
issued from the additions of different months, theoreti- 
cally the conversion bases and values should be more 
specifically determined as follows: excepting the con- 
version base for opening inventory which should always 
be the dollar value as of the end of the preceding year, 
the conversion base for goods issued from a portion of 
a month’s additions should be the average dollar value 


of a proportional part of the month of addition (as 
indicated by the proportion of goods issued to total 
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verted value of the goods thus computed 
would represent their cost in current dol- 
lars for the purpose for which the goods are 
used, and in the case of merchandise of a 
trading concern this would be the mer- 
chandise cost of sale in current dollars. 
In a manufacturing enterprise the same 
procedure of conversion applied to materi- 
als would give the figures, in current dol- 
lars, of the monthly cost of materials issued 
for production and inventory of materials 
at the end of the year. With respect to the 
conversion of goods in process, while the 
same principle should be followed, the pro- 
cedure is somewhat more complex, because 
different cost factors are involved—mate- 
rials, labor and manufacturing expense, 
each of which requires separate calculation. 
This is due to the fact that these costs gen- 
erally have different dollar bases and enter 
into the finished products in varying pro- 
portions. Materials entering into produc- 
tion each month, for example, will be 
brought to converted dollar base as stated 
above. Labor cost each month will be on 
original dollar base because it is incurred 
directly in current dollars. Manufacturing 
expense, as explained previously in connec- 
tion with indirect costs, will consist of cur- 
rent and fixed charges, the former being on 
original dollar base and the latter being 
converted to the average dollar value of 
the month. For the conversion of these 
costs as they enter into the finished goods, 
the recorded cost of completed production 


additions) and the conversion value for the geods issued 
from each source—inventory or additions of a particu- 
lar month—should be the average dollar value of a 
reseeen part of the month of issue (as indicated 

y the proportion of goods issued from each source to 
total issues). However, such an attempt would unduly 
complicate the procedure and would defeat, to a large 
extent, the purpose of periodic conversion. Since the 
month is a relatively short interval, the use of monthly 
average dollar value for conversion is deemed sufficiently 
accurate for practical purposes. 

Further, in exceptional cases in which goods are 
issued as soon as they are received, there would be no 
need for conversion, as the dollar base and current 
dollar value would be identical. 
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each month should be checked into the in- 
yentory and monthly additions to goods in 
process, to determine the respective month 
during which the costs are absorbed and 
the average dollar value to be used for the 
conversion. It should be observed that 
since material cost and manufacturing ex- 
pense entering into production each month 
have been either wholly or partly con- 
verted in the first instance, the converted 
amount and dollar base should be used for 
their conversion into cost of finished goods. 
Balances of these costs to be carried as 
goods in process at the end of the year 
should be converted to the dollar value as 
of that date. In the same manner the open- 
ing inventory and monthly additions to 
finished goods (with cost of monthly com- 
pleted production already converted as 
above) should be converted from their ap- 
propriate dollar bases to the average dollar 
value of the respective month of sale to 
determine the monthly cost of goods sold 
in current dollars, with the closing inven- 
tory converted to the dollar value as of the 
end of the year. 

If conversion is to be effected on the 
yearly basis as in cases where transactions 
are practically uniform from month to 
month, the procedure in each case would 
be greatly simplified, as the conversion 
bases and values to be used would be re- 
duced to a minimum. The conversion base 
for the opening inventory would still be 
the dollar value as of the end of the pre- 
ceding year, but for the additions during 
the year, a single conversion base for the 
total issued portion thereof may be 
adopted in place of the monthly bases as 
before. For such a base the average dollar 
value for the period covered by the issued 
portion of additions (commencing from the 
date of first item of addition and ending on 
the date immediately preceding the period 
covered by the closing inventory) should 
be used. Then, by checking the cost of the 
opening inventory into the cost of goods 
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issued the period during which the inven- 
tory is completely absorbed will be de- 
termined, and the remainder of the year 
will be the period during which the total 
additions (issued) are absorbed. Accord- 
ingly, the inventory and additions may be 
converted, respectively, to the average dol- 
lar value of each of the periods concerned. 
The closing inventory is to be converted 
from the average dollar value of the period 
covered by it to the dollar value as of the 
end of the year. This procedure would be 
equally applicable in the conversion of all 
forms of inventoriable assets. 

Where no continuous inventory record 
is kept, determination of the necessary pe- 
riodic conversion bases and values in the 
manner suggested above would largely be 
impossible, especially for the goods in proc- 
ess and finished goods in a manufacturing 
enterprise, unless there is complete statis- 
tical information regarding the movement 
of goods; because there would be, other- 
wise, no basis available for determining, 
on the one hand, the periods covered by 
the issued portion of additions and the 
closing inventory, and on the other, the 
periods during which the opening inven- 
tory and additions have each been issued. 
In a trading concern the required separa- 
tion of periods can usually be made by 
reference to the dates of purchase and sale 
invoices, and hence, determination of the 
average dollar base for the sold portion 
of merchandise purchased and the average 
dollar values to which the opening inven- 
tory and purchases should be respectively 
converted is generally easy even without a 
perpetual inventory system. Obviously, in 
cases in which inventories are relatively in- 
significant as compared with transactions 
during the year, the problem of precise 
differentiation of periods covered by each 
of these two sources of stock would be of 
much less importance. In fact, where in- 
ventories are really negligible and transac- 
tions during the year are fairly evenly dis- 
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tributed, the necessity for conversion of the 
related assets would be greatly reduced. 


SUMMARY 


In view of the purpose and nature of 
business operation, the conventional cost 
theory of value stands well the test of logic 
and should be maintained. The disparity 
between cost and revenue caused by 
changes in the value of money does not 
affect the validity of cost but gives rise to 
the problem of conversion of cost figures 
to the current dollar level. The primary 
purpose of conversion of cost is, therefore, 
to bring cost into identical dollars with 
revenue so that real income in the sense of 
increase of economic well-being may be re- 
flected and that figures of cost and revenue 
may continue to be relied upon as barom- 
eters of operating efficiency. This being 
so, revenue which sets the limit to income 
need not be converted as sometimes recom- 
mended, except for purpose of comparison 
between periods. The accounting effect of 
cost conversion is a segregation from in- 
come of what represents, in the case of 
rising price levels, but a recovery of current 
dollar cost necessary to maintain the in- 
tegrity of economic capital. Conversion of 
all forms of “investment” assets such as 
buildings, machinery, equipment and in- 
ventories is desirable for a correct state- 
ment of value of resources in terms of cur- 
rent dollars and incidentally also, placing 
the costs of successive acquisitions of 
assets, especially fixed assets, to homogene- 
ous dollar values as basis for cost computa- 
tion. “Dollar” assets and equities such as 
cash, receivables, payables, loans and non- 
convertible preferred stocks and the like 
are self-adjusting into current dollars and 
require no conversion as far as the periodic 
statement of financial condition is con- 
cerned. However, conversion of these as- 
sets and equities will reveal the gain or loss 
in purchasing power involved in their re- 
tention. In theory there is no strict neces- 
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sity in converting residual proprietary 
equities as far as a statement of total 
amount of such equities is concerned, the 
latter being always represented by the dif- 
ference between the total of assets and 
the total of liabilities; but conversion of 
proprietorship will show how far the pur- 
chasing power of capital invested is main- 
tained in the face of fluctuations in the 
value of money and will reveal also, in- 
cidentally, the gain or loss in connection 
with retention of dollar assets and equities. 

In undertaking the work of conversion 
the accountant will be confronted with a 
number of problems, the most fundamental 
of which is the selection of a satisfactory 
measurement of the changes in the value of 
money. On the whole the general price in- 
dex seems to be, at least in principle, the 
most logical and objective standard for the 
purpose, while cost of replacement seems 
objectionable on the ground that it would 
involve a departure from the basic concept 
of accounting cost. The procedure of con- 
version is naturally more complex in a 
manufacturing than in a trading enterprise, 
on account of the large amount of plant 
facilities and inventories carried in the 
former, and this would be especially the 
case if production is long and diversified 
and turnover is slow. Because the longer 
the history of cost and the more varied the 
process through which it has to pass, the 
more difficult would be the effort in follow- 
ing the dollar bases of the items of cost to 
be converted. For complete accuracy or 
where converted data are constantly de- 
sired for managerial reference, a system of 
perpetual conversion would be necessary, 
in which the dollar bases used would, 
naturally, be specific. The amount of work 
involved in such a procedure, however, 
would generally be prohibitive, especially 
in connection with some of the highly ac- 
tive accounts. With a view to minimizing 
routine calculations, periodic conversion 
based on the total transactions of a period 


ably 
tion: 
pern 
doll 
tota 
vers 


Changes in Monetary Value 453 


may be adopted, and it may bring reason- 
ably accurate results where the transac- 
tions are sufficiently well distributed to 
permit the application of periodic average 
dollar value (or price index) to the periodic 
total. This would reduce the work of con- 
version where the work otherwise involved 


would be at a maximum. But conversion 
of periodic totals cannot be applied to fixed 
assets and other data whose transactions 
are generally spasmodic; their conversion 
should be made with reference to specific 
transactions and dollar values even though 
the work may be done periodically. 
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REPORT OF COMMITTEE ON 
SELECTION OF PERSONNEL 


mittee of the American Accounting 

Association approved a suggestion 
proposed by its Committee on Selection of 
Personnel that a survey be conducted 
among the departments of accounting in 
schools and colleges throughout the coun- 
try to determine the use being made of the 
accounting testing materials prepared by 
the Committee on Selection of Personnel 
of the American Institute of Accountants. 
In undertaking this assignment the Com- 
mittee prepared and distributed about 625 
copies of a questionnaire designed to cover 
what were thought to be the most impor- 
tant points of the entire testing program. 
The Committee decided to send the ques- 
tionnaires to a mixed list of selected schools 
and colleges consisting of some which had 
never used the tests, others which had dis- 
continued using them, and those which 
were using the tests at the time of the sur- 
vey. In those cases where the schools had 
never used the tests, or where they had dis- 
continued using them, the Committee 
wanted to know the reasons why. 

Of the total number of questionnaires 
distributed, about one-third were returned, 
and about 85% of these were from schools 
and colleges using the tests at the time of 
the survey. Thus, most of the data com- 
piled were from schools using the tests. 
While the number of schools not using the 
tests was relatively small (about 35), they 
contributed much information to indicate 
why the tests are not more widely and ef- 
fectively used. 

The main purposes of the accounting 
testing program of the Institute are to aid 
in the guidance of accounting students, 
and their proper placement with employers 
seeking their services. The proper guidance 
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and placement of students are functions 
commonly performed by schools and col- 
leges, usually through their teachers, or 
through established bureaus of student 
counseling and placement. Thus, the ef- 
fective use of the accounting testing pro- 
gram depends upon the willingness of the 
students to take the tests, of the teachers 
to administer and interpret them, and of 
the employers to use the results in their 
selection of accounting personnel. If any 
one of these three factors is negative, it 
hardly seems possible that the most effec- 
fective use can be made of these tests. The 
data collected in this survey indicate only 
a few cases in which the tests seemed to 
have been used very effectively. In the 
vast majority of cases either the students 
were reluctant to take the tests, the teach- 
ers made very little or no effort to inter- 
pret and explain the test scores to students, 
or the employers failed to request test 
scores when selecting the students for em- 
ployment. 

The attitude of students toward taking 
the tests is reflected only by the comments 
of their teachers, since none of the copies 
of the questionnaire distributed in this sur- 
vey were completed by students. The ap- 
parent lack of wide use of the scores by 
employers in their selection of personnel is 
reflected also only by the replies of the 
teachers. It is entirely possible, but per- 
haps not probable, that the data supplied 
in the questionnaires do not reflect ac- 
curately the attitude of either the students 
or the employers. However, the results of 
the survey do not leave much doubt con- 
cerning the general attitude of the teachers 
toward the testing program. 

The reasons most frequently mentioned 
as to why students object to the tests are 
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the cost of the tests, the infrequent re- 
quests for test results by employers, and 
the inconvenience of taking the tests. Even 
though employers may not request test 
scores, accounting majors do not seem to 
object to the tests if they do not have to 
pay the testing fees and if the tests are ad- 
ministered during regularly scheduled class 
periods. However, student reluctance to 
take the tests seems to increase almost to 
the point of open rebellion where non- 
majors in accounting are required to take 
the tests at times other than their regular 
class periods and are required to pay the 
costs. Apparently the general attitude of 
many students at the present time may 
be summarized in the following manner: 
“Why should we bother to take these tests 
now when the demand for junior account- 
ants far exceeds the supply. When the sup- 
ply reaches a point where it exceeds the 
demand and more employers start request- 
ing these A.I.A. test scores, we accounting 
students will gladly take these tests and 
pay for them.” 

Undoubtedly the wider use of the test 
scores by employers in their selection of 
personnel would greatly stimulate the use 
of these tests by schools and colleges. How- 
ever, it seems that most teachers and stu- 
dents are overlooking one of the greatest 
benefits which might be derived from the 
use of these tests. If properly used, the 
Strong Blank and the Orientation and 
Level I Achievement Tests could be ef- 
fective tools in vocational guidance and 
counseling work among students. It ap- 
pears that it is in this area that the ac- 
counting teachers have failed to take full 
advantage of their opportunity for ren- 
dering a worthwhile service to their stu- 
dents and to the accounting profession. 

In the past the accounting teacher seems 
to have been the most important factor in 
the effective administration and use of the 
testing program. It has been his responsi- 
bility to learn the uses of the tests, con- 
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vince the students of their value, schedule 
and conduct the tests, analyze, interpret 
and explain the results of the tests to the 
students, and finally use the test results in 
student guidance and placement. All of 
these things combined constitute a tre- 
mendous burden on the teacher. 

Perhaps the Institute’s Committee can 
provide the teacher and the students with 
more help and encouragement. Many of 
the teachers who are not using the tests or 
who have discontinued using them gave the 
following as their reasons: 

. Questionable validity of tests. 

. Tests too expensive. 

. Tests too much trouble to administer. 

. Results not used for any purpose. 

. Test scores duplicate other scores or grades. 


. National comparisons of scores not fair or 
accurate. 


Aun 


Many explanations of these reasons were 
given. For example, several teachers 
pointed to the unreliability of comparative 
scores on Level I and Level II tests under 
various combinations of the following con- 
ditions: 
1. Tests given on a voluntary basis to all ac- 
counting students. 
2. Tests given on a voluntary basis to account- 
ing majors only. 
3. Tests compulsory for all accounting stu- 
dents. 
4. Tests compulsory for accounting majors 
only. 
5. Tests compulsory for accounting majors 
and on voluntary basis for other accounting 
students. 


Many teachers questioned the validity of 
comparative institutional scores because of 
many other non-comparable factors pres- 
ent among participating institutions. Since 
the Institute’s Committee was informed of 
this particular criticism on the part of ac- 
counting teachers the Institute’s bulletins 
issued on the accounting testing program 
no longer contain comparative charts 
showing distribution of scores of individual 
colleges. 
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Weaknesses in the administration and 
uses of the tests probably result, to a large 
extent, from a lack of faith in them on the 
part of teachers. They do not seem to be 
convinced of their usefulness. One of the 
greatest weaknesses in the present adminis- 
tration of the testing program is the failure 
of those administering the tests to explain 
properly the purposes of the tests, to dis- 
tribute the test results to the students, and 
to interpret and use the test results in the 
vocational and educational guidance of the 
students. In only about 8% of the schools 
using the tests were printed or mimeo- 
graphed releases prepared and distributed 
by the accounting department explaining 
the purposes of the testing program. Only 
20% of the teachers distributed the test 
scores in the classes where the tests were 
given. In nearly 60% of all cases reported 
the students were compelled to visit some 
office and ask for the test scores. In over 
12% of the cases the scores were not made 
available to the students. Fewer than 17% 
of the test scores were recorded on the 
students’ permanent grade records. 

It would seem that if the test results are 
to be used as the basis of vocational and 
educational guidance, the process would in- 
volve the explanation and interpretation of 
test results to the students. In some cases 
the teachers explained the test scores to the 
students in groups, while others supple- 
mented this by private explanation and in- 
terpretation for any student requesting it. 
However, in about 25% of the cases no ex- 
planation or interpretation of the scores 
was given except upon request by the stu- 
dents, and in over 20% of the cases no ex- 
planation or interpretation whatever was 
given by the teachers. , 

There seems to be fairly general satis- 
faction with the scope and content of the 
tests. Several teachers disagreed with cer- 
tain features of the tests but only a few in- 
dicated any strong feeling in the matter. 
Several teachers do not believe that the 
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Level I tests are sufficiently comprehensive 
or properly balanced as to subject-matter, 
They feel even more strongly on these 
points with respect to the Level II tests, 
About 10% of the teachers reporting in- 
dicated their willingness to assist in efforts 
to improve the testing program, particu- 
larly with reference to their content and in- 
terpretation. 

In analyzing the results of this survey, 
the members of the Committee have very 
definite impressions that the accounting 
testing program is not being used effec- 
tively in the majority of the schools and 
colleges where the tests are given; that the 
number of schools discontinuing the use of 
the tests just about equals the number be- 
ginning their use; that the tests are being 
given in many schools purely on a per- 
functory basis, apparently because it 
seems to be the proper thing to do, or just 
in order to “cooperate with the Institute.” 
No costly activity such as this testing pro- 
gram can continue indefinitely unless those 
who pay for it get some benefit from it. 
This Committee feels that certain problems 
should be recognized and proper steps 
taken toward their solution. Broadly 
speaking, these problems concern the 
American Accounting Association, the 
American Institute of Accountants, and 
the employers of accounting students, 
whether in public accounting or private 
industry. This Committee believes that 
this is the proper time to re-examine this 
testing program and ask ourselves some 
questions somewhat as follows: 

1. Do these tests serve any purposes which are 
not, or could not be, served equally well by 
other testing, grading, guidance and place- 
ment materials and procedures already 
available in our schools and colleges? 

2. Can the schools and colleges or the Insti- 
tute be induced to pay for the tests used, 
thus relieving the students of these charges? 

3. Can the Institute convince the teachers and 
employers that the tests results are valid 


measurements of accounting ability and 
competence? 
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4. Will the Association and the Institute do a 
more effective job of “selling” the testing 
program to accounting teachers? 

. Can the Institute and the college placement 
officers do a better job of promoting the use 
of test results among employers? 

6. What can the Institute do to give more help 
to accounting teachers in their administra- 
tion of the tests, and in their explanation, 
interpretation, and use of tests results in 
student guidance and placement? 

. Should the Association and the Institute 
work more closely together in further de- 
veloping and improving the tests? 


~ 


Of course a negative answer to the first 
of the above listed questions would make 
answers to the remaining questions un- 
necessary. Many teachers have voiced the 
opinion that these tests substantially du- 
plicate other similar tests, and that for 
guidance and placement purposes they be- 
lieve that course grades and general im- 
pressions of the teachers are more depend- 
able. Other teachers feel that the tests have 
considerable value but they question 
whether such value justifies the large ex- 
pense in time and money by the Institute, 


the accounting teachers, and the students 
who take the tests. 

It is the feeling of the Committee that 
the really effective use of these tests will 
come only when the accounting students 
and teachers are convinced that they have 
real value in student guidance and place- 
ment. Perhaps that time will come when 
there is again a substantial increase in col- 
lege registration and the supply of avail- 
able accounting graduates again exceeds 
the demand. In the meantime it is hoped 
that the tests can be improved, as to form, 
content, administration, interpretation, 
and the use of results. 


<i 
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AN EFFORT TO DEFINE 


BUSINESS INCOME* 


H. T. 
Professor, University of Illinois 


has existed for several centuries 

(since 1494) with very satisfactory 
results as a recording medium, it has been 
given a severe test during the last 60 to 70 
years along with its companion known as 
accounting. The severity of the test has 
been caused by two main elements: (1) 
expansion of the field to include not only 
recording of transactions but also interpre- 
tation and reporting; and (2) rapid de- 
velopment of business itself with resulting 
complexity of transactions and adjust- 
ments. These two new phases (expansion 
and development) presented themselves 
more or less gradually over the period men- 
tioned, as influences began to appear in the 
form of the business corporation, income 
taxes, and government regulation. 

One of the main products of bookkeeping 
and accounting for the last century at least 
has been the calculation of profit or loss. 
This is true of single-entry as well as double 
entry, even though in the latter the profit 
result might be classed as an objective 
rather than a product. During the last 
sixty years the textbooks on bookkeeping 
have kept pace with practical application 
of the subject, usually however, lagging 
by about ten years to permit new ideas to 
solidify and to allow for preparation of 
manuscript, printing, and proof reading. 
We are now in one of the most far-reaching 
of these 10 year lag periods. Textbook 
writers are trying to observe the solidifica- 
tion of ideas on the meaning of the term 
“income.” 


* This paper was presented at the 1952 Conference 
of Accountants, University of Tulsa on May 2, 1952. 


. LTHOUGH DOUBLE ENTRY BOOKKEEPING 


Fifty years ago this month, I completed 
in high school the first bookkeeping course 
I ever pursued. When I finished the course 
with a grade of 98, I knew the meaning of 
income (or profit and loss result as it was 
called then). There was no doubt in my 
mind. It was the difference between the 
items on the debit side of P & L account 
and those on the credit side. Furthermore, 
all items in that account were placed there, 
on one side or the other in accordance with 
rules which were clearly stated and rigor- 
ously applied. After spending the last 50 
years, however, in the study and practice 
of accounting, I cannot give you a good 
brief definition of income that will satisfy 
my conscience as including all the related 
factors that have entered the picture in the 
last 15-20 years. 

In my first commercial accounting text- 
book! (the real first one was on farm ac- 
counting) I find this sentence, “The net in- 
crease in capital arising during a period of 
time from its use in business in connection 
with managerial ability is called profit. 
Similarly the net decrease is called loss.” 
Much time was spent, I recall, in phrasing 
that definition. I wanted to be sure that net 
profit would not include appraisal incre- 
ments, that the increase in capital arose 
from its use in business and not from an 
economic shift in the value of the dollar; 
and that managerial ability rather than an 
Act of God was the motivating factor. Ap- 
parently I would have advocated that 
losses caused by acts of God should be con- 
sidered a direct reduction of capital. That 


1 Scovill, Elementary Accounting, Part I. D. C. Heath 
and Company. 1924. 
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I was conscious of the importance of ap- 
praisal increments in the early 1920’s is 
evidenced by the address I made before the 
American Accounting Association? in 1920 
on Comparative Financial Statements and 
the value of the dollar. At that time, when 
some of us feared a pending monetary in- 
flation, I discussed as a substitute for dol- 
lars the possibility that accounts be kept 
in terms of units of product or units of serv- 
ice, so as to record the efficiencies or in- 
efficiencies of management. 

With respect to inventories this textbook 
designed exclusively for first semester 
freshmen said, ‘‘For federal, as well as some 
state, income tax purposes it is permissible 
to price the goods at ‘cost or market which- 
ever is lower’ if one does not desire to apply 
the cost price to all items.’”’ The author 
also treated depreciation in the then ortho- 
dox method, without even mentioning a 
calculation based on replacement price. 

Before proceeding to the more modern 
problems, let us take another look at the 
textbooks to see what principles had 
“jelled” sufficiently to-justify their recog- 
nition by the authors. For example, a very 
well-known single entry text published in 
1893* apparently was gauged at the “how” 
rather than the ‘‘why” level. In addition to 
some stated transactions and some very 
vivid illustrations of books and accounts 
there was nothing in the text except some 
very thought-provoking questions of this 
sort: 


13. Ina ledger how many pages are used for an 
account? 

Two. 

14. What are placed on the right-hand page? 
Credit entries. 

15. What are placed on the left-hand page? 
Debit entries. 

16. What is the first horizontal line in a ledger? 
A single blue line. 


2It was then known as the American Association 
of University Instructors in Accounting. 

Messervey’s Book-Keeping—Single Entry, Thomp- 
son, Brown, and Company. 1893. 
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17. What is the second? 
A double red line. 
18. What are all the other horizontal lines? 
Single blue. 
19. What is the first vertical line? 
Single red. 
20. What is the second vertical line? 
Single red. 
21. The third? 
Double red. 
22. The fourth? 
Single red. 
23. Where should the number of the page be 
written? 
At the upper outside corner. 
24. How far from the top? 
Far enough to look well. 
25. How far from the margin? 
As far as from the top. 
26. With what kind of ink? 
Black. 


A very popular and authoritative text* 
on bookkeeping in 1899 does not define 
net profit or income but it proceeds to il- 
lustrate a Loss and Gain account. This ac- 
count, when considered with others, re- 
veals that inventories of merchandise were 
valued at cost. Both Furniture and Fix- 
tures and Store and Lot were inventoried 
at present value, even though the former 
required an entry on the left side of Loss 
and Gain and the latter on the right side. 
This apparently was a substitute for de- 
depreciation. The word “depreciation” 
does not seem to appear anywhere in the 
text. It should be noted, however, that ac- 
counts such as Furniture and Fixtures and 
Store and Lot were carried by this 1899 
author as mixed accounts like the old 
fashioned merchandise account. Both were 
charged with the cost of repairs, one was 
credited with the sale of a chair, and one 
was charged with real estate taxes. 

A very well-known and highly respected 
author’ in 1913 said with respect to mer- 
chandise inventory, ‘“The method of as- 


4 Rowe’s Commercial and Industrial Bookkeeping, 
Sadler-Rowe Company. 1899. 

5 J. J. Klein, Elements of Accounting, D. Appleton 
& Co. 1913. 
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certaining this value consists of listing the 
goods left and placing a price upon them, 
usually the cost price.” This same author 
in a book published a few years later® ad- 
vocates “cost or market whichever is 
lower.”’ 

Meanwhile, in 1914 one of the foremost 
thinkers’ of his time expresses himself on 
two topics that are related to our subject, 
income. First, in his brief discussion on 
single entry, he does not even comment on 
the basis of valuation of inventories or fixed 
assets at the end of a period other than at 
cost. Thus depreciation of fixed property 
does not seem to be recognized. Elsewhere 
in his book, however, based on double 
entry accounting concepts, are found these 
comments which express his ideas on recog- 
nizing appraisal values on real estate. 

“Tn connection with land and buildings 
there often arises the question of increased 
valuation due to favorable conditions in 
the real estate market. Concerns desirous 
of making a good showing for a given pe- 
riod, are not unlikely to take advantage of 
upward fluctuations of land, in order to 
inflate their ‘profits.’ The accountant is 
very likely to have in connection with this 
kind of profits the same opinion as the 
average lawyer has about all kinds of gains. 
To the lawyer nothing is profit which has 
not been realized in cash. To the account- 
ant, nothing brings profits which has not 
been sold. He instinctively objects to all 
kinds of estimates and inflations of capital 
assets on the basis of market values. He is 
inclined to think that since business needs 
its capital assets in order to operate, it 
cannot afford to sell them; hence, the 
taking of profits on values supposed to be 
invested permanently, might well be de- 
ferred until they are sold, either because 
operations have come to an end or because 


6 J. J. Klein, Bookkeeping and Accounting, D. Ap- 
pleton & Co. 1917. 

7P. J. Esquerre, Applied Theory of Accounts, Ronald 
Press Co. 1914. 
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more favorable conditions elsewhere have 
made advisable the removal of the plant.” 

The author just quoted hardly even 
mentions income or profit and loss except 
in describing the latter as a summary ac- 
count into which expenses and gains are 
closed. He comments in these terms: 

“It has been found advantageous to 
create during the fiscal period a series of 
accounts which are charged with all losses 
due to the parting with of values which 
have been counteracted by the incoming 
of values possessing financial weight. In 
other words, all expenses paid by the busi- 
ness are recorded in special accounts bear- 
ing a title indicative of their contents. At 
the end of the fiscal period, all these ac- 
counts, having served their purpose, which 
was to gather, analytically, facts of a simi- 
lar nature, are closed into the Profit and 
Loss account by means of a credit to the 
individual accounts, and a debit to the 
Profit and Loss account for the aggregate 
amount. The same method is used for such 
gains as are indirectly connected with the 
operations of the period (such as interest 
on bank balances, cash discounts on pur- 
chases, etc., etc.). The Profit and Loss ac- 
count is still directly debited and credited, 
during the fiscal period, with all such losses 
and gains as are not the result of the opera- 
tions of the period (for instance, the loss 
of a customer’s account or the loss of 
property through fire or other causes over 
which the business has no control), and 
with gross profits on merchandise. The last 
entry is made directly in the Profit and 
Loss account because the result which it 
shows is known only at the end of the pe- 
riod, after the application of the inven- 
tory.” 

An author® from the ranks of profes- 
sional accountants in 1918 seemed to find 
it unnecessary to consider the question of 


8 C. F. Rittenhouse, Elements of Accounts, McGraw- 
Hill. 1918. 
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rofit or income except in these terms: of considerable magnitude since near the 

“A profit results from the sale of a com- beginning of the century. They found it 
modity at a price in excess of its purchase necessary early in their regulatory period 
price or cost of production. The term in- to distinguish between capital and revenue 
come, while often used in the same sense as expenditures; and to provide for a reason- 
profit, relates more accurately to the return able line of demarcation between deprecia- 
realized from labor, from a profession, tion on the one hand and betterments, re- 
from invested capital, or from property.” placements, and repairs on the other. 

As a final reference to textbooks, let us Probably one of the major reasons for 
look at one of the best known books® the approximate absence of controversial 
which was published in 1923. It says, issues with respect to income is that up to 
“The standard rule for the valuation of in- about 1925-30, when the Federal Internal 
ventories is ‘cost or market whichever is Revenue Bureau was gradually formulat- 
lower’ ’’. In a discussion a few pages later ing its interpretation of income, the tax 
on, “What is cost?”’ he says, ‘““The problem rates were so low that the effects of a few 
of ascertaining costs is complicated by a_ dollars of income more of less did not 
number of difficult points, among which create enough furor on the part of tax- 


may be mentioned: payers to cause widespread reference of 
(a) Incidental costs differences to accountants or lawyers. 
(b) Manufacturing costs It might be noted also that the deter- 
(c) Relation of interest to cost mination of income did not become a real 
(d) Numerous purchases.” issue in financial accounting and reporting 


Judging from this brief résumé of ideas until @ number of other factors entered 
from several representative authors in the the picture in quick succession beginning 
period 1893-1924 the subject of income about 1930. I refer to the depression, the 
creation of the Securities and Exchange 
Commission, and the enactment of laws 
which it administers, the passage of in- 
come and excess profits tax laws at ex- 
tremely high rates, laws and court deci- 
sions on dividends and surplus, war con- 
tracts, with their cost and termination 
sections, fluctuation of bond and stock 
prices, labor wage controversies, and the 
desire of accountants to learn more about 
this thing called income that was being 
kicked around by many interested parties, 
none of whom was an expert in the field. 

First let us look at a few of the items 
from the point of view of the Bureau of 
Internal Revenue whose entire field of 
operations might be said to depend on the 
meaning of the word “income.” The 1934 
Revenue Act revolutionized income tax 
philosophy after it had been built up 

°H. A. Finney, Principles of Accounting, Vol. 1, gradually for about 20 _— Up to that 
Prentice-Hall. 1923. : time the principles governing income tax 


or profit was not given much attention by 
those authors who were conservative 
enough not to try to teach students ideas 
designated as principles until such ideas 
really became principles as a result of 
careful and extended deliberation and 
general acceptance by the profession and 
by internal accountants, controllers, and 
auditors, as well as educators. 

In the development of bookkeeping and 
accounting theories, as observed from the 
analysis which we have just presented 
there were not a great many thought pro- 
voking situations with which to deal, at 
least not when compared with those of the 
last 20-25 years. To be sure the Interstate 
Commerce Commission and the several 
state public utilities commissions have 
had to contend with accounting problems 
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calculation had been coming closer and 
closer to those used by corporation ac- 
countants and public accountants in de- 
termining net profit for information of 
management and of stockholders. The 
theme of the 1934 Act, however, seemed 
to be, “When in doubt about any item 
call it income.” For that reason the Regu- 
lations found it necessary to enumerate 
and discuss a great many types of incomes 
and expenses entering into the determi- 
nation of taxable income. Here are some 
items that are given special descriptions in 
Regulations 86 under the 1934 Revenue 
Act: (think of what an accountant is con- 
fronted with in evaluating some of these 
items and in allocating them to specific 
years): 


Stock rights, both from the point of the issuer 
and the recipient. 

Sale of intangibles. 

Sale of real property in lots. 

Annuities and insurance policies. 

Improvements by lessees. 

Cancellation of indebtedness. 

Creation of sinking fund. 

Acquisition or disposition by a corporation of 
its own capital stock. 


Contributions to a corporation by share- 
holders. 

Sale and purchase by a corporation of its 
bonds. 


Sale of capital assets by a corporation. 

Income to lessor corporation from leased 
property. 

Gross income of corporation in liquidation. 

Inventories by dealers in securities. 

Inventories of livestock raisers and other 
farmers. 

Inventories of miners and manufacturers 


Similarly, a number of expense items 
are discussed in Regulations 86 as to their 
deductability or non-deductability in de- 
riving the amount to be called “taxable 
income.” Obviously, accounting principles 
cannot be based on the income tax laws 
and regulations alone, because several of 
the provisions of the Revenue Act arise of 
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necessity as matters of public policy or ad- 
ministrative convenience or protection. 

Another agency of the Federal Govern- 
ment which has leaned very heavily on ac- 
counting principles is the Securities and 
Exchange Commission created in 1934 to 
administer, among others, both the 1933 
Securities Act and the 1934 Securities 
Exchange Act. Unlike the Bureau of In- 
ternal Revenue (until its recent change in 
policy) however, the S.E.C. is concerned 
with both the income statement and the 
balance sheet. 

Throughout the life of the S.E.C. it has 
attempted to cooperate fully with account- 
ants through the American Institute of 
Accountants or other groups, as appropri- 
ate. From time to time when new prob- 
lems have appeared before the S.E.C. in 
registration or periodical statements, it has 
issued opinions on controversial account- 
ing points only after referring them to ac- 
countants for their analysis and expres- 
sion of judgment. The attitude of the 
Commission seems to have been that of 
letting the accountants decide what is 
good (or bad) accounting if they can. 

If accountants cannot reach an agree- 
ment, or if there seems to be sufficient di- 
vergence of opinion to justify such action 
in any given case the S.E.C. issues its Ac- 
counting Release as its best judgment. In 
such a case the S.E.C. can merely say in 
effect, “There seems to be no generally 
accepted accounting principle in use so 
we shall have to do the best we can in re- 
ceiving or rejecting the financial state- 
ments.” It might be observed in passing 
that a number of the topics discussed by 
the Accounting Procedure and Auditing 
Procedure Committees of the American 
Institute had their origin in S.E.C. regis- 
tration statements. On a number of oc- 
casions the S.E.C. has adopted the recom- 
mendation of the Institute Committee, but 
in some cases it has not. Most of the latter 
were referred back with additional clarifi- 
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cations which weve overlooked in the first 
instance. 

The S.E.C. has issued 70 Accounting 
Releases since it inaugurated that prac- 
tice April 1, 1937. The first 63 of these 
were bound in a single volume on August 5 
1947. Most of the principles covered have 
been incorporated also from time to time 
in Regulation S-X which is a codification 
of all rulings of the S.E.C. dealing with 
Form and Content of Financial State- 
ments. The latest revision of S-X is dated 
March 12, 1951. It incorporates the 
changes that were announced in Account- 
ing Release No. 70. 

The tone of Regulation S-X is one that 
speaks more in terms of disclosure than of 
adoption of a specific principle. For ex- 
ample, under “Inventories” we find this 
provision, ““The basis of determining the 
amounts shall be stated. If a basis such as 
‘cost,’ ‘market,’ or ‘cost or market which- 
ever is lower’ is given, there shall also be 
given, to the extent practicable, a general 
indication of the method of determining 
the ‘cost’ or ‘market’; e.g., ‘average cost,’ 
‘first-in, first-out,’ or ‘last-in, first-out’ ”’. 
Obviously, the S.E.C. does not express a 
preference for FIFO or LIFO; it merely 
wants full disclosure regarding the method 
used. 

Similarly, in another controversial field 
the following instructions appear under 
the paragraph heading, “Depreciation, 
depletion, obsolescence, and amortiza- 
tion.” 

“State for the period for which profit 
and loss statements are filed, the policy 
followed with respect to— 

“(1) The provision for depreciation, de- 
pletion, and obsolescence of physical 
properties or reserves created in lieu 
thereof, including the methods and, if 
practicable, the rates used in computing 
the annual amounts; 

“(2) The provision for depreciation 
and amortization of intangibles, or re- 
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serves created in lieu thereof, including 
the methods and, if practicable, the rates 
used in computing the annual amounts; 

“(3) The accounting treatment for 
maintenance, repairs, renewals and better- 
ments; and 

“(4) The adjustment of the accumu- 
lated reserves for depreciation, depletion, 
obsolescence, amortization or reserves in 
lieu thereof, at the time the properties are 
retired or otherwise disposed of, including 
the disposition made of any profit or loss 
on sale of such properties.” 

There, again, it seems that the S.E.C. is 
willing to let the corporation accountants 
and the public accountants decide wheth- 
er to depreciate at original, or at present 
replacement, cost. 

Reverting for a moment back to the 
question of S.E.C. Accounting Releases, 
it seems that there are several which 
deal primarily with income determination. 
They appear under these titles: 


“Treatment of losses resulting from revaluation 
of assets.” 

“Treatment of unamortized bond discount and 
expense applicable to bonds retired prior to ma- 
turity with proceeds from sale of capital stock.” 

“Treatment of Federal income and excess profits 
taxes.” 

“Treatment by investment company of interest 
collected on defaulted bonds applicable to a 
period prior to the date on which such bonds 
and defaulted interest are purchased.” 

“Treatment of premiums paid upon the redemp- 
tion of preferred stock.” 

“The propriety of writing down goodwill by 
means of charges to capital surplus.” 

“Statement of the Commission’s opinion regard- 
ing ‘charges in lieu of income taxes’ and provi- 
sions for income taxes in the profit and loss 
statement.” 


In examining all the evidence that has 
been considered thus far we believe three 
points stand out significantly: 1. account- 
ants up to 1947 had not agreed on a defi- 
nition of business income that seemed 
practically usable for all purposes. 2. The 
Bureau of Internal Revenue had not, prior 
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to that time, established a definition of 
taxable income except in terms requiring 
hundreds of pages of printed material for 
its description, elucidation, and clarifica- 
tion. 3. Neither the Securities and Ex- 
change Commission nor other regulatory 
agencies of government has felt like es- 
tablishing mandates that could be inter- 
preted as settling many of the controver- 
sial issues revolving around the term “‘in- 
come.” 

Accordingly, with all the possible al- 
truism at their command a few account- 
ants (who had braved many rigorous con- 
ferences on accounting principles, prac- 
tices, and terminology) apparently wanted 
to know if all business income could really 
be corraled in principle and branded with 
a definite stamp by which it could forever 
thereafter be identified as merely business 
income. The alternative, we assume, 
would be to continue to designate differ- 
ent types of transactions as affecting or not 
affecting income, just as some initials are 
branded on ponies so that it may be pos- 
sible to identify them one from another 
even though their fundamental character- 
istics are the same. 

These brave accountants who still felt 
that income fragments could be corraled, 
obtained funds with which to pursue the 
study. They recognized that real progress 
could be made “only in cooperation with 
those who use accounts or the results 
thereof and those who use similar terms in 
their own disciplines.’”° Accordingly, they 
invited not only other accountants to par- 
ticipate but also lawyers, economists, fi- 
nanciers, statisticians, and government 
regulation officials. Members of the groups 
named are regularly confronted with ac- 
counting data and are therefore interested 
in greater uniformity and clarity of prin- 


10 Quoted from letter of John L. Carey, Secretary 
(now Executive Director) of the American Institute of 
Accountants, addressed to the Rockefeller Foundation 
May 27, 1947. 
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ciples, practices, and terminology. 

With an appropriation of $60,000 fur. 
nished about equally by the American In- 
stitute of Accountants and the Rockefeller 
Foundation, the Study Group on Business 
Income as it was called had hopes of get- 
ting a closer correlation of the meaning of 
income as viewed by accountants, econo- 
mists, lawyers, and financiers some of each 
group of which might be thinking in terms 
of private business and some in terms of 
government regulation. Several mono- 
graphs were prepared as expressions of 
opinion which could be read and later crit- 
icized by other members of the group in 
open meeting. 

The most extended arguments in com- 
mittee sessions, and in exchange of written 
memoranda among members of the Group 
related usually to the means by which a 
changing price level can be reflected in the 
income statement, if at all. This naturally 
drew many comments about depreciation 
charges and inventory valuations, with 
the general use of index numbers receiv- 
ing considerable attention. 

The following bits of philosophy appear 
in the printed report of the Study Group 
on Business Income, as evidence of a de- 
sire and an attempt to resolve some of the 
dilemmas with which the members were 
confronted. 

“Income determination has been, and 
will remain, a compromise between theory 
and practicability.’”" 

“The fact that the last quarter of the 
19th century (in which accountancy began, 
to assume wider importance) was one in 
which the trend of prices was downward, 
while in the present century the trend 
has been upward, is significant.’ 

“As will be seen from the Summary and 
Conclusions, the Group recommends as a 
goal an expansion of the framework of ac- 


1. Changing Concepts of Business Income. Page 2. 
12 Ibid. Page 3. 
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countancy statements designed to distin- 
guish between the results of activities 
measured in units of substantially equal 
purchasing power and the effects of changes 
in the purchasing power of the monetary 
unit.’ 

“Income is the money value of the net 
accretion to economic power between two 
points of time.’’* 

“We ought to define a man’s income as 
the maximum value which he can consume 
during a week, and still expect to be as 
well off at the end of the week as at the be- 
ginning.” 

(One of the economists of the Study 
Group supports this definition, but in his 
monograph prepared for the Group he in- 
terpreted it as calling for periodic deter- 
mination of the present value of all future 
expectations, and income as including a 
regular flow and a change in the capital 
value of such a flow or of any other expec- 
tation, and also casual or nonrecurring 
profits.’ 

“One buys a 23% Government Bond 
for $100. He receives $2.50 interest at the 
end of the year and then sells the bond for 
$97.50. Has he realized an income? (Con- 
sider this in connection with an Endow- 
ment Fund and income therefrom.’’)!” 

“From a practical common sense point 
of view there is something strange in the 
idea that a man may indefinitely grow 
richer without ever being subject to an in- 
come tax.’ (This referred to Court de- 
cisions re. tax exemption for stock divi- 
dends.)18 

“It is desirable constantly to keep in 
mind that the monetary unit is designed 
primarily for use as a medium of exchange, 
and that its secondary use as an account- 
ing symbol is only an expedient. In ac- 


83 Thid, Pages 3-4. 
4 Thid. Page 7. 
Ibid. Page 8. 
16 Tbid. Pages 8-9. 
Tbid. Page 10. 
18 Ibid, Page 13. 
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counting the monetary unit is a tool or 
symbol whose character should always be 
kept in mind in determining the manner of 
its use, and which may have to be dis- 
carded if it loses the characteristics which 
make it useful.’’! 

“A fair determination of income for suc- 
cessive accounting periods is the most im- 
portant single purpose of the general ac- 
counting reports of a corporation.’’”° 

As a final quotation from the report let 
me present this which in turn is a quota- 
tion from the Fifteenth Annual Report of 
the Securities and Exchange Commission 
1949, page 179. 

“The conclusion reached was that de- 
preciation charges in financial statements 
filed with the Commission should con- 
tinue to be based upon cost. Revisions of 
financial statements on file have been 
made in accordance with this conclusion. 
In some cases accounting recognition has 
been given to the high rates of production 
enjoyed in postwar years by accelerating 
depreciation charges in periods during 
which productive capacity was used in ex- 
cess of normal average production over a 
representative period of years. Similarly, 
the amortization of plant costs incurred 
to capture a temporarily expanded de- 
mand was deemed to comply with the 
generally applicable accounting principle 
of matching costs with revenues. In such 
cases a clear explanation of the circum- 
stances justifying the early amortization 
of costs has been obtained.’ 

Naturally with so many diverse in- 
terests involved it was impossible to ob- 
tain unanimous approval of the report as 
it was finally published. The report shows 
the names of forty-four individuals who 
had taken at least a small part in the delib- 
erations and who were willing to sign the 
report for publication either without com- 

19 Ibid. Page 16. 


20 Tbid. Page 19. 
21 Tbid. Page 52. 
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ment, with comment or dissent. Of the 44 
there were eight who filed dissents and 
nine others who presented comments. 

As a sample of the comments, I am will- 
ing to present my own because they are 
based on fifty years of experience or train- 
ing in the field of accounting; and because 
much of what I have said here today has 
been presented as background material to 
show why I believe that progress in a field 
such as accounting is made slowly. There 
are so many people who use the results of 
accounting but who know nothing about 
its development or technicalities that their 
influence is ever present and also over- 
emphasized. Accountants should feel more 
secure in their fundamental principles and 
not be so easily led into believing that the 
concepts and terms in accounting can be 
easily changed from day to day. 

Chemists have designated one of the 
elements of the earth as copper. That word 
has been used for years to describe the 
metal which has so many uses. It was a 
long time after its discovery before chem- 
ists knew anything about some of its finest 
qualities in electronics, but they con- 
tinued nevertheless to call it copper. They 
did not change the name just because some 
non-technical usages of the word had come 
to their attention. For example, among 
the accounting profession we find some 
who would drop the use of the faithful and 
satisfactory word “Surplus” just because 
the word has been used in Washington to 
refer to surplus commodities, as ones no 
longer needed. We do not find chemists 
changing the word copper just because 
the word is widely used to refer to a police- 
man. Accordingly, my comments as pub- 
lished express hope that by dissemination 
of the ideas contained in the report we can 
develop the importance and value of ac- 
counting that it deserves in the forthcom- 
ing years. They are phrased in these words: 


“T am voting in favor of publishing the 
report of the Study Group on Business In. 
come, but I believe that the ideas pre- 
sented in the report need exposure to many 
analytical minds in the related fields be- 
fore being accepted as ‘weight of opinion.’ 
I have certain reservations which may be 
expressed as follows: 

“1. It is impossible in any large group 
of individuals engaged in a common pur- 
suit to obtain unanimous recognition of a 
set of principles, code of operation, rules of 
procedure, or other important formal 
statement intended to guide or direct the 
actions of the individuals. Like most 
legislation, such guiding or directing 
statement must be a compromise. 

2. If the compromise in the case of ac- 
counting matters tends to focus previously 
diffused ideas into a reasonably rational 
pattern and results in advising account- 
ants in general of a highly acceptable and 
probably preferable procedure as viewed 
by men of unbiased judgment and broad 
experience, I am for such compromise. 

“3. If, perchance, the proposals of the 
Income Study Group as now drafted do 
not stand the test of continued and varied 
application, it is assumed that modifica- 
tions can be made within a reasonable 
time. Just as progress has been made in 
the last forty years, so will progress be 
made in the next forty, the next ten, and 
the next five years. Our committee should 
not feel that it is so farsighted and so wise 
as to draft a document to stand unmodi- 
fied for all time. We should present the 
best as we see it today, and assume that 
we or someone equally wise can effect 
necessary changes as needed, just as we 
have wrought changes in the patterns fol- 
lowed more or less loosely by our predeces- 
sors.’ 


2 Changing Concepts of Business Income. Page 124. 
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THE ACCOUNTANT’S ROLE IN OUR 


PRESENT ECONOMY* 


BRIGADIER GENERAL T. R. RAMPyY 
U.S. Air Force, Auditor General 


Y REMARKS TONIGHT will be con- 
M cerned with the accountant and 

his role in the expanding defense 
program. In my references to the account- 
ant, I am referring to him in both public 
practice and private employment, since I 
sincerely believe that every real account- 
ant is, broadly speaking, a public serv- 
ant. He renders a public service by seeing 
to it that accounting data disseminated to 
the public fairly presents the financial facts 
of the business or activity involved. Rec- 
ognition of this responsibility by account- 
ants themselves will serve to establish 
their professional status. The accountant’s 
knowledge of business and financial mat- 
ters and his reputation for integrity equip 
him to exercise economic and ethical 
leadership so greatly needed in today’s 
society. 

For the purpose of tonight’s discussion 
on the accountant’s role in our present 
economy, I have selected several areas in 
which he may be of great assistance in the 
mobilization effort. 


TECHNICAL AID TO MANAGEMENT 


In the present common task of 
strengthening the defenses of our country, 
the honest and conscientious efforts of 
private industry, government and the in- 
dividual, must be combined to obtain the 
greatest possible productive return from 
our material resources. 

Today, business organizations both 


* This paper was presented on February 28, 1952, 
at a combined meeting of the Cincinnati Chapter of the 
Ohio Society of CPA’s, the Cincinnati Chapter of 
NACA, and the Cincinnati sections of the Institute of 
Internal Auditors and the Controllers Institute. 


large and small require the services of many 
technical and professional men, such as en- 
gineers, scientists, lawyers and account- 
ants. Without accounting the business 
cannot exist. The accountant plays an 
ever increasing role in the interpretation 
and application of statistical and account- 
ing data as a major assist to management. 
He is becoming more and more effective 
in the technical aspects of budgetary con- 
trols, cost systems, taxes, and govern- 
mental regulations. The accountant not 
only provides assistance to management 
in the conduct of day to day operations but 
also in the determination of long range 
policies. 

To conserve our resources and to obtain 
the greatest possible productive return we 
must have efficiency. I am sure you who 
are here tonight are most seriously con- 
cerned with ways and means of promoting 
efficiency in every phase of your business. 
I should like to remind you of some ways 
accountants can promote greater effi- 
ciency. 

1. Cost Accounting and Management 
Reports. 

The directorate and company officials 
must have good cost accounting and fi- 
nancial reports properly and promptly 
prepared. The promptness with which 
financial reports are furnished is of utmost 
importance. Management cannot wait un- 
til the end of a year, or even a few months 
for cost facts and that implies cost trends. 

Accounting data to be of the greatest 
possible value will keep management con- 
stantly advised of the financial result of 
operations. In addition to the historical 
record of past operations, the accountant 
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can assist management by the application 
of projected cost data to anticipated pro- 
duction. In times when costs of labor and 
material are subject to change and when 
production quantities may be subjected 
to wide variations, frequent forecasts of 
operation results are important. 

In addition to timeliness, reports 
must be worthy of reliance. To obtain 
reliability the accounting and cost systems 
must include adequate internal controls. 

2. Internal Control. 

For a definition of internal control and 
at the risk of repeating what most of you 
have probably read, I quote from the 
pamphlet issued by the Committee on 
Auditing Procedures of the American In- 
stitute of Accountants, titled ‘Internal 
Control.” 


“Internal control comprises the plan of or- 
ganization and all of the coordinate methods and 
measures adopted within a business to safeguard 
its assets, check the accuracy and reliability of 
its accounting data, promote operational ef- 
ficiency, and encourage adherence to prescribed 
managerial policies. This definition possibly is 
broader than the meaning sometimes attributed 
to the term. It recognizes that a ‘system’ of inter- 
nal control extends beyond those matters which 
relate directly to the functions of the accounting 
and financial departments. Such a system might 
include budgetary control, standard costs, peri- 
odic operating reports, statistical analyses and 
the dissemination thereof, a training program de- 
signed to aid personnel in meeting their responsi- 
bilities, and an internal audit staff to provide 
additional assurance to management as to the 
adequacy of its outlined procedures and the ex- 
tent to which they are being effectively carried 
out.” 


Again quoting from the pamphlet, 

“The primary responsibility for safeguarding 
the assets of concerns and preventing and detect- 
ing errors and fraud rests on management. Main- 
tenance of an adequate system of internal control 
is indispensable to a proper discharge of that 
responsibility.” 

3. Internal Auditing. 

The internal audit function can be re- 
ferred to as “eyes of management,” or 


an independent source of review, ap. 
praisal, evaluation, and recommendations 
for changes in accounting and costing 
methods and procedures. It may also 
serve as an aid in developing time and 
quality standards of performance. The in- 
ternal audit staff in order to be effective 
must be independent of the operating 
staff of accountants, reporting to manage- 
ment in such manner as to be an integral 
part of the internal controls. 

We in the Defense Department are 
vitally interested in the accounting sys- 
tems, including internal controls of our 
contractors. Internal auditing can be of 
great assistance to us. We have found that 
by close study of accounting operations in 
large plants many savings in personnel 
have been effected and by installing in- 
ternal audit staffs the standards of effi- 
ciency have not only been maintained but 
have been gradually improved. The num- 
ber of Government auditors has also been 
greatly reduced in these plants. 

The Air Force has a responsibility to 
get the most out of each dollar it spends, 
and Industry has an equal responsibility 
to use its own dollars efficiently and to de- 
mand prices which yield no more than a 
fair profit. 

Government procurement officers want 
contractors to present accurate costs of 
work done and sound estimates of the 
costs of unfinished work. Therein lies a 
need for good accounting. Good cost re- 
ports, promptly prepared, are essential to 
expeditious repricing under price redeter- 
mination forms of contracts. This reduces 
expenses of both the government and the 
contractor. The result is greater efficiency. 


GOVERNMENT REGULATIONS 


During the past two years there has 
been a significant increase in govern- 
mental control over business due to the 
“grey-war’ mobilization conditions. These 
controls are evidenced by the laws and 
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regulations relative to priorities, alloca- 
tions, prices, and wages. As a result, busi- 
ness is subject to many procedural and re- 
porting requirements. 

In this field the accountant has prac- 
tically an unlimited opportunity in which 
to assist management in complying with 
the rules and regulations. 

1. Cost Accounting Under Government 
Contracts. 

The Army, Navy and Air Force joined 
in the development of a new definition of 
cost which has been adopted by the Muni- 
tions Board of the Department of De- 
fense for use in cost reimbursement type 
contracts. This is known as Section XV, 
Contract Cost Principles, of the Armed 
Services Procurement Regulations and 
which became effective 1 March 1949. 
Paragraph 15-000, entitled ‘Scope of 
Section,” reads as follows: ‘“This section 
sets forth, in general, standards for the de- 
termination and allowance of costs in con- 
nection with the performance of cost- 
reimbursement type contracts.” Briefly 
this section deals with the types of costs 
which may be allowed in Research and 
Development, Supply and Material, and 
construction cost-type contracts for the 
Army, Navy and Air Force. The account- 
ant’s role here is to study the Cost Prin- 
ciples closely and see that his accounting 
system provides for a segregation of al- 
lowable costs for billing purposes under his 
cost reimbursement type contracts. 

It is in this area that we have had many 
differences of opinion in the past between 
contracters and government auditors, in- 
cluding the General Accounting Office, as 
to items and amounts proper for reim- 
bursement. The Contract Cost Principles 
have helped to reduce the number of these 
disagreements. It is worthy of mention 
also that there is now a closer working re- 
lationship and better understanding of re- 
sponsibilities among the services and the 
General Accounting Office than existed 
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during the War. The reliance which the 
General Accounting Office places on the 
auditing procedures of the Services indi- 
cates the seriousness of our own responsi- 
bilities. We require and make every effort 
to obtain accounting personnel qualified 
to perform audits of contractors’ claims 
which will adequately protect the public 
interest. 

In addition to the audits of cost reim- 
bursement type contracts, which are neces- 
sary in all cases regardless of the amount 
involved, there are audits of fixed price 
contracts which have price redetermina- 
tion provisions. As most of you probably 
know, many of our large contracts are 
now placed on that basis. This means that 
provisions are made for adjustment of the 
originally stated fixed price during pro- 
duction based on the actual cost of pro- 
duction of a stated portion of the contract. 
No definite cost principles have been de- 
veloped for use in these contracts but for 
auditing purposes we adhere to the Cost 
Principles authorized for cost reimburse- 
ment type contracts. The procurement of- 
ficers are not, however, required to be 
governed strictly by these Cost Principles 
in negotiating prices with contractors. 

Accountants in industry who are con- 
cerned with any such contracts should ad- 
vise Management to obtain a definite un- 
derstanding as to what constitutes proper 
cost in the mind of the government ne- 
gotiator. This will assist the accountant in 
developing a cost statement and may 
avoid disagreements and disappointments 
concerning the allowable items of cost. 

Another area of interest to accountants 
relates to terminated contracts. I refer you 
to the very recently released Section VIII 
of the Armed Services Procurement Regu- 
lation which covers matters relating to 
contract terminations. Among other things 
it includes a definition of Cost for use in 
considering terminated fixed price con- 
tracts. Again all accountants who are in- 
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terested in defense procurement contracts 
should have a copy of this Section VIII 
and study its provisions carefully. 

You may think I have placed the cart 
before the horse by now mentioning that 
I feel accountants should play a major 
role prior to the execution of contracts. 
I have indicated something of the account- 
ant’s job in the administration of contracts 
but I am a strong believer in the idea that 
accountants can be of great assistance to 
management in seeing that the financial 
phases of contracts are clearly stated. In 
order to perform this duty the accountant 
must keep himself informed and he must 
be alert to the technical accounting impli- 
cations of the various contract clauses. 
This requires the application of training, 
experience and energetic effort. 

2. Guaranteed Loans for Defense Pro- 
duction. 

These loans are commonly called “V” 
loans. 

The provision for Guaranteeing loans 
for defense production purposes is in the 
Defense Production Act of 1950. Proce- 
dures under this Act, as it applies to banks 
and borrowers, are in Regulation “‘V” of 
the Federal Reserve System (“Loan 
Guarantees for Defense Production”). 

On February 1, 1951, the Secretary of 
Defense issued a supplemental directive 
which stated, in part, “guaranteed loans 
under the ‘V’-loan program will be 
used primarily for working capital pur- 
poses.” The “V’-loan program is avail- 
able both to prime and subcontractors. 

The “V”-loan is essentially a self- 
liquidating credit, generally written on a 
revolving credit basis, and the maturity is 
limited by the last delivery date of the con- 
tracts forming the collateral basis. 

3. Elimination of Excessive Profits in 
Procurement Contracts. 

It is the purpose of the various procure- 
ment agencies to use that method of pro- 
curement best suited to the circumstances. 


This means that we try to place contracts 
in such manner and of such type, that is— 
fixed price, cost reimbursement, price re- 
determination, or incentive, so as to ob- 
tain production at the lowest cost plus a 
fair profit. It is unnecessary to reiterate 
the value of this principle in avoiding in- 
flationary trends. We should all recog- 
nize that we cannot afford to trifle with 
our economy by overlooking or winking 
at the possible effects of inflation. Ac- 
countants should be the first to sound 
the warning. 

However, we know that this objective 
may not always be attained and that 
some contractors will develop excessive 
profits on their government contracts. To 
eliminate these excessive profits we have 
the profit limitation provisions of the Act 
of 1934 (Vinson-Trammell Act); the Re- 
negotiation Act of 1948; and the Renego- 
tiation Act of 1951, with which you are all 
familiar. 

These Acts apply to contracts and sub- 
contracts entered into for Defense Pro- 
duction with provisions stating urder 
which Act the contract will be governed. 

4. Price, Salary, and Wage Stabiliza- 
tion. 

The chief purpose of the Office of Price 
Stabilization is to promote the national 
defense by preventing inflation and pre- 
serving the value of the currency. This is 
done by establishing price ceilings to 
stabilize the cost of living and cost of pro- 
duction, both civilian and military. 

Along with price stabilization we also 
have the offices of the Salary Stabilization 
Board and Wage Stabilization Board. 

5. Taxes. 

I suppose that almost everyone in this 
room is actively engaged, at this time of 
year, in the preparation of the various tax 
returns required by the Federal, State, 
and Local taxing authorities. The ‘Ides of 
March” are slowly but surely approach- 
ing. 
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The tax question is one that manage- 
ment must constantly consider. It is a well 
known fact that practically all accounting 
and financial decisions have a bearing on 
the tax liability of the company concerned. 

The Controllership Foundation, Inc., 
has recently completed a research study on 
corporate tax planning, ‘Management 
Planning for Corporate Taxes.” A brief 
summary of the study appears in The 
Journal of Accountancy for January 1952. 
This study brings out that management 
needs the best tax advice it can obtain in 
the operations of its day to day business. 

Management looks to the accountant to 
supply this need. 

In the above examples are presented 
some of the laws and regulations which in- 
dicate responsibilities of accountants in 
our defense economy. The basic informa- 
tion required by these examples comes al- 
most entirely from the accounting records 
of the business. Unless the accounting and 
financial records are adequate to supply 
this information required by management, 
then the accountant has failed to live up 
to his responsibility. Inadequate account- 
ing records and data may also increase 
the expense of the government in its 
audits of the records and reports. 

In contrast, however, an adequate sys- 
tem will provide the information required 
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by various governmental agencies with a 
saving to both the government and the 
contractor. The result is greater effi- 
ciency. 


AID TO FIGHT REGIMENTATION 
AND WAR WASTE 


As a tool of management, in industry, 
and in government, the accountant must 
now, more than ever before, measure up 
to the highest professional standards. In 
a recent address before the American In- 
stitute of Accountants, Harold E. Stassen, 
cited a number of the dangers to freedom 
and discussed methods of avoiding these 
dangers. In this address Mr. Stassen pre- 
sented two of the dangers specifically for 
the consideration of accountants in these 
words: 

“In any case, none are more important to any 
of us than the two that I lay before you—the 
avoidance of inflation and the maintenance of 
adequate private reserve of capital for American 
enterprise. The successful solution of these two 
problems is essential for the continuance of true 


freedom in our nation and for the favorable 
evolvement of our economic system.” 


The present day problems facing busi- 
ness present a challenge to the account- 
ant, which he cannot safely ignore, to be 
of greater service to his client and to his 
country. 
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AN EXPERIENCE WITH SMALL RAN. 


DOM SAMPLES IN AUDITING 


LAWRENCE L. VANCE 
Associate Professor, University of California, Berkeley 


HE SUGGESTION is frequently made 
that only by experiment under ac- 
tual field conditions can the validity 
of statistical sampling methods in auditing 
be established. Certainly experimentation 
can throw light into corners of the subject 
which the theorist may not have noticed 
or adequately emphasized, and facilitat- 
ing devices developed by individual prac- 
titioners may be of general interest. For 
these reasons the following brief descrip- 
tion of procedures developed in two succes- 
sive audits of the same client are pre- 
sented. 

The client is a county which includes a 
large metropolitan area; receipts and ex- 
penditures are in excess of $50,000,000 
yearly. The major offices from the view- 
point of accounting are those of the asses- 
sor, auditor, tax collector and treasurer. 
Twenty-four other offices or departments 
have some financial accountability and 
received due attention from the auditors. 
The audit is made on behalf of the Board 
of Supervisors (the executive branch of 
the county government) and the Grand 
Jury. 

In preliminary planning of the first of 
the two engagements two phases of the 
sampling were determined. First, it was 
decided to use samples of 100 from each 
of the accounting areas furnishing a large 
population of entries. Second, it was de- 
cided that samples would be drawn on a 
random basis, and to insure randomness, 
tables of random sampling numbers were 
obtained and used. 


1 See Vance, Lawrence L., Scientific Method for A udit- 
ing, University of California Press, for a description of 
random sampling numbers, 


The random samples were drawn and 
tabulated for five areas of the accounts, 
namely, warrants payable, vouchers pay- 
able, payrolls, delinquent tax redemptions 
and personal property taxes receivable. 
These areas give samples of the work of 
three of the major offices, only the assessor 
being omitted due to the difficulty of ap- 
plying random numbers to the selection 
of a sample there. Three aspects of the 
procedure are of special interest: the ar- 
rangement of numbers randomly drawn 
into numerical order for greater ease in 
going into the records; the working papers 
used in tabulating the results of sampling; 
and the use of a “horizontal” audit of the 
transactions as well as “vertical” check- 
ing. 

There is obvious economy and conven- 
ience in being able to go through the 
records in chronological or numerical order 
when selecting documents for examina- 
tion, but random numbers are precisely 
what the name indicates. The auditors in 
the subject case recorded the random num- 
bers as they were taken from the tables on 
a working paper so that they could be 
read off in numerical order. The form is 
shown on page 473. The tabulation 
provides one line for each bracket of 1,000, 
the 10 columns dividing each bracket into 
hundreds. This does not provide a space 
for each number but two or more num- 
bers can be written in each space (sepa- 
rated by commas) and more space is not 
likely to be required. The method also 
saves considerable writing of long num- 
bers as reference to the illustration dis- 
closes. The numbers tabulated in the il- 
lustration are read as follows: 2, 88, 241, 
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ILLUSTRATION OF TABULAR ARRANGEMENT OF NUMBERS DRAWN RANDOMLY 
TO FACILITATE READING IN NUMERICAL ORDER 


100 | 200 | 300 


400 500 600 700 800 900 


10 


79 
25 


1579, 2188, 3525, 5310 and 5890. The num- 
bers could be tabulated directly in terms 
of the numbers of vouchers or other docu- 
ments being examined by adding to each 
random number taken the number of the 
last document issued before the opening of 
the period under examination. 

Results of the sampling were tabulated 
on working papers in detail. For example, 
the program and working paper column 
headings for the examination of payroll are 
as follows: 


Program for Payrolls 


1. Prepare schedule of random numbers cover- 
ing the range to ; 

2. Abstract and itemize the warrant number, 
date of payroll, salary ordinance number, 
department number, gross salary, with- 
holding tax and net salary. 

3. Scan payroll sheets for items selected by the 
random numbers for authorization by civil 
service and certification by department 
heads. 

4, Check information listed under item 2 to 
warrants. 

5. Check salary with civil service personnel 

file. 

. Trace withholding tax to exemption certifi- 
cate and tax summaries in auditor’s office. 


o 


Working Paper Column Headings for 
Payroll Sample 


Warrant number 

Date of payroll 

Salary ordinance number 
Department number 

Gross salary 

Withholding tax 

Net salary 

Indorsement checked 
Warrant checked for amount 


Extension checked 

Approval checked 

Civil service personnel file checked 
Checked to withholding records 


Numbers of the warrants identifying 
the individual payroll items making up the 
sample were listed at the left of the work- 
ing paper. The first seven columns on the 
working paper contained data abstracted 
from the payrolls, the remaining six con- 
tained check marks to indicate that the 
work specified had been done or contained 
a footnote reference to an exception dis- 
closed by the process. Column headings 
for the working paper tabulating the test 
of vouchers illustrates this procedure fur- 
ther. They follow: 

Working paper column headings for voucher 
sample 
Date 
Voucher number 
Payable to 
Amount 
Discount 
Warrant number 
Checked indorsement 
Checked footing 
Checked extension 
Checked signature 
Checked to voucher register 
Purchase order number 
Checked to budget ledger: 
Year 
Appropriation 
Class 


Similar procedures were used for warrants 
payable, delinquent tax redemptions and 


personal property taxes receivable. 
This sampling procedure is considered 
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very effective by the auditors for three 
reasons: (1) It requires explicit attention 
to each step for each item being checked 
and avoids the tendency to carelessness 
which leafing through a mass of con- 
secutive documents often encourages; (2) 
it entails a scattered sample which leads 
the auditor into files he otherwise would 
not open; and (3) it provides a very graph- 
ic picture of the results of the sampling 
which is valuable in reviewing the working 
papers. The auditors in this case were told 
by employees of the county that no prior 
auditors had delved into so many things; 
the usefulness of such an impression in 
discouraging inefficiency and fraud is ob- 
vious. It is evident that some of the effec- 
tiveness of the method described here is 
due to the “horizontal” checking of 
transactions, i.e., following a transaction 
through all the papers relating to it as con- 
trasted with following it from one origi- 
nal paper through a journal to a ledger 
account. The latter technique was not 
slighted in the subject case but much more 
than is commonly done with the “hori- 
zontal” technique was employed. It is sig- 
nificant that this extension of technique 
becomes more practicable as the sample 
size is reduced. This is true also of the use 
of a working paper tabulation of the 
sample and of the more careful examina- 
tion of each factor specified in the program 


which use of the working paper encour. 
ages. 

In addition to weaknesses in the system 
disclosed at various points the sampling 
turned up one case of a rather striking 
sort. The working paper tabulating the 
test of vouchers showed several minor 
errors in the column for “extensions.” 
Upon investigation it was discovered that 
the person who was supposed to be check- 
ing the extensions had no adequate cal- 
culating machine for the job and was in- 
adequately instructed in the work he was 
to do. Although this should have been dis- 
covered by any good audit which included 
a review of voucher extensions, it is im- 
portant to note that the significance of 
the minor errors was clear in this case 
where the sample was small in the light of 
traditional auditing procedure. The assur- 
ance of randomness in the samples was a 
very important factor in this result. 

The auditors are happy about the sam- 
pling for these reasons: (1) more care in 
each step of the sampling is encouraged, 
(2) the random sample covers more areas 
of the accounts, and (3) a very graphic pic- 
ture of sampling results is given, especially 
when a working paper tabulation of them 
is made. These results flow partly from the 
smaller sample size and partly from the 
random selection. The client was also 
pleased with the results. 
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SAMPLING TABLES: AN IMPORTANT 
STATISTICAL TOOL FOR AUDITORS 


JouN NETER 
Instructor, Syracuse University 


sampling techniques by auditors has 

grown recently. Articles in the Ac- 
COUNTING Review [i], The Arthur An- 
dersen Chronicle {2|, The Woman C.P.A. 
[3], and the Journal of the American Sta- 
tistical Association [4] testify to this de- 
velopment. The use of statistical tech- 
niques can furnish an auditor not only 
with more objective criteria as to the 
sample size required and the interpreta- 
tion of the sample, but it would also prob- 
ably reduce costs. These advantages have 
been stressed already—for example, in 
Vance’s Scientific Method for Auditing 
(5]—and will not be elaborated upon 
here. 

When applying statistical techniques to 
auditing, it is of great importance that 
these techniques be used correctly. This is 
particularly true at the initial stage of ap- 
plication, because poor results from the 
first uses of statistical tools may very 
likely lead an auditor to abandon them 
entirely. It is to be regretted, therefore, 
that some of the articles by auditors in the 
statistical area contain both major and 
minor faults. A recent paper [i], for ex- 
ample, presented a formula by which an 
auditor could interpret his sample result. 
This presentation not only missed the fun- 
damental problem of determining the 
needed sample size by means of statistical 
theory, but also gave an approximate 
‘ermula which, under many conditions, 
would be inadequate. Furthermore, a num- 
ber of tables are available which furnish 
auditors with information about the re- 
quired sample size as well as the interpre- 
tation of the sample results without the 


| seni in the use of statistical 


necessity of any computations by the 
auditor. It is the purpose of this paper to 
describe some of these tables, how they 
may be used, on what assumptions they 
are based, and their limitations. 


SOME BASIC NOTIONS 


In the ensuing discussion, it will be as- 
sumed that the auditor can classify each 
item in his sample, e.g., payroll vouchers, 
as correct or incorrect, and that he selects 
his sample at random. Complex problems 
are involved here; and the lack of discus- 
sion pertaining to these issues should not 
be construed as an avoidance of them. 
This area, however, has been discussed 
previously (see, e.g., [6]) and it is felt, 
therefore, that it can be put aside for pur- 
poses of this paper. 

An auditor, when employing sampling 
techniques, faces the fundamental prob- 
lems of determining his sample size, select- 
ing the sample at random, and interpret- 
ing his sample results. The use of sampling 
procedures always exposes him to risks of 
making incorrect decisions. If he takes a 
sample of payroll vouchers, for instance, 
and examines those which he selected, he 
may—on the basis of this evidence—con- 
clude not to examine the remainder of the 
vouchers, when this examination is really 
necessary. On the other hand he may de- 
cide—on the basis of the sample result— 
to make a 100% check of the payroll 
vouchers, when this check is really not 
necessary. These risks always harass an 
auditor when he uses sampling techniques. 
The use of statistical sampling methods 
makes these risks objective and control- 
lable by an auditor. Ali the sampling tables 
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which will be discussed in this paper are 
interpreted by means of the risks which 
they embody. Unfortunately, the termi- 
nology of these tables is not familiar to an 
auditor, so that the first task of this paper 
is to acquaint the reader with the concepts 
and terms to be used subsequently. 

A lot refers to the totality of items, in 
other words to the population, which an 
auditor is sampling in order to make some 
kind of a decision concerning it. For pur- 
poses of the following discussion, the 5000 
payroll vouchers of a given firm for the 
year 1951 will constitute the lot. Once a 
suitable definition of an erroneous payroll 
voucher has been set up, the lot is sampled 
at random so that the auditor may make 
a decision as to whether the quality of the 
lot is satisfactory or not. This decision is 
made on the basis of the sample results. 
The quality of the lot is measured by the 
proportion of erroneous vouchers to all 
vouchers, often called percent defective. A 
lot is accepted if the auditor concludes that 
its quality is satisfactory, or rejected if the 
conclusion is that its quality is unsatis- 
factory. The latter conclusion would lead 
to a definite course of action, such as 100% 
inspection of the lot or a qualification of 
the auditor’s certificate. 

In the selection of the sample, several 
alternative sampling methods are avail- 
able. Single sampling consists of the taking 
of a sample of fixed size at random, and on 
the basis of the sample result making a de- 
cision as to acceptance or rejection of the 
lot. For example, the sampling plan may 
state: Select 225 vouchers at random. If 
five or less vouchers in the sample are er- 
roneous—defective in the terminology of 
the tables—accept the lot as satisfactory. 
Otherwise, reject the lot as unsatisfac- 
tory. This plan may be given succinctly as 
follows [7, p. 327]: 


Acceptance Rejection 
Sample Size Number Number 
225 5 6 


Another type of sampling is double 
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sampling. With this approach, a first 
sample is selected at random which may 
lead to acceptance or rejection of the iot; 
but it may also lead to a second sample 
before this decision is made. A definite de- 
cision as to acceptance or rejection of the 
lot is in this latter case deferred until after 
the second sample. To be specific, the 
sampling plan may state: Take a first 
sample of 150 vouchers at random. If 
three or less erroneous vouchers are found 
in the sample, terminate sampling and ac- 
cept the lot; if eight or more erroneous 
vouchers are in the sample, terminate 
sampling and reject the lot. If, however, 
there are four to seven erroneous vouchers 
in the sample, select a second sample of 
300 vouchers at random. On the basis of 
the combined sample, accept the lot if there 
are seven or fewer erroneous vouchers in 
the two samples; reject the lot if there are 
eight or more erroneous vouchers in the 
combined sample. Again, this plan can be 
stated concisely as follows [7, p. 327]: 


Combined Samples 
Sample 
Sample Size ‘Acceptance Rejection 
Number Number 
First 150 150 3 8 
Second 300 450 7 8 


A logical question to ask at this point 
would be why one should stop at two 
samples. Plans which provide for more 
than two possible samples are known as 
sequential or multiple sampling plans and 
are a straightforward logical extension of 
double sampling. A concise summary of 
such a multiple sampling plan is, there- 
fore, given immediately [7, p. 327]: 


Combined Samples 
Sample 

Semple Size Si Acceptance Rejection 

sad Number Number 
First 50 50 . 3 
Second 50 100 1 4 
Third 50 150 2 6 
Fourth 50 200 3 7 
Fifth 50 250 4 8 
Sixth 50 300 5 9 
Seventh 50 350 7 10 
Eighth 50 400 9 10 


* Acceptance is not permitted until two samples 
have been inspected. 
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Several points should be noted about this 
multiple sampling plan. The lot may be re- 
jected after the first sample, but it may 
not be accepted until after the second 
sample. The first line means: Reject the 
lot if three or more erroneous vouchers are 
in the first random sample of 50 vouchers. 
Otherwise take a second random sample 
of 50 vouchers. The second line means: 
Terminate sampling and accept the lot if 
no more than one erroneous voucher is in 
the combined first two samples; reject the 
lot if four or more erroneous vouchers are 
in the combined sample. If neither of 
these two alternatives occurs, take another 
random sample of 50. The other lines are 
interpreted in a similar manner. 

What are the characteristics of these 
three types of sampling plans? It may ap- 
pear on first thought that the double and 
multiple sampling plans should provide the 
auditor with more protection against mak- 
ing incorrect decisions since more samples 
may be taken under them than under 
single sampling. This, however, is not the 
case. All three plans presented here pro- 
vide approximately the same protection 
against making incorrect decisions [7, 
p. 327]. In that case, why should one use 
the multiple sampling plan then—which 
may require an examination of 400 vouch- 
ers—when single sampling uses a sample 
of only 225 and still affords the same pro- 
tection against making incorrect decisions? 
The answer is that the average sample size 
required to reach a decision as to accept- 
ance or rejection of the lot under multiple 
sampling is generally substantially smaller 
than those for single or double sampling, 
where all plans afford the same protection 
against making incorrect decisions [7, 
pp. 28-32; 8, p. 1]. Double sampling, on 
the average, generally also results in sub- 
stantial savings in sample size over single 
sampling—both plans giving the same 
protection—if the quality of the lot is good 
or poor. For in-between quality of the lot 
inspected, double sampling may require 
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slightly larger samples than single sam- 
pling [7, pp. 30-22]. It should be empha- 
sized that both double and mutliple 
sampling methods provide, on the average, 
substantial savings in sample size over 
single sampling if the quality of the lot is 
particularly good or poor. In that case, the 
decision as to acceptance or rejection of 
the lot is usually made at an early stage 
with a resulting small sample size. This 
appeals to one’s common sense, as it 
should be relatively easier to recognize 
particularly good or poor lots than lots of 
mediocre quality. 

A decision as to which type of sampling 
procedure should be employed must de- 
pend upon such considerations as cost and 
convenience [7, pp. 33-38]. If an auditor is 
sampling a batch of payroll vouchers lo- 
cated in one place, there would probably 
be no inconvenience in selecting successive 
samples. Hence, the multiple sampling 
method would have a particular appeal be- 
cause of its smaller sample size on the 
average. If an auditor is confirming ac- 
counts receivable, on the other hand, it 
would be much too time-consuming to 
await the return of some confirmations and 
then to decide to send out more confirma- 
tions. A single sampling plan would prob- 
ably have to be used here, although pos- 
sibly a double sampling plan might be 
feasible. 

It has been seen that single, double and 
multiple sampling plans can be set up to 
give the same protection against making 
incorrect decisions. The question then 
arises as to how this protection is measured 
and how to choose a sampling plan giving 
a specified degree of protection. The first 
part of this question will be discussed now, 
the latter part below. In the example deal- 
ing with payroll vouchers, let it be as- 
sumed that the auditor will consider them 
satisfactory if only one per cent of the 
vouchers are erroneous. Should more than 
five per cent of the vouchers be erroneous, 
however, he would insist on a 100% check. 
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It has already been pointed out that the 
auditor cannot be perfectly sure of reaching 
the desired decisions when using a sample 
as the basis for action. In that case, he can 
only ask that the sampling plan furnish 
him with a high probability of reaching the 
correct decision. Mathematical methods 
are available by which one can evaluate 
the probability of accepting a lot on the 
basis of a given sampling plan for all dif- 
ferent possible quality states of the lot. 
This relation is called the operating char- 
acteristic (OC) curve of a sampling plan. It 
will be recalled that the three sampling 
plans previously cited furnish the auditor 
with the same amount of protection; in 
other words, they have the same operating 
characteristic curves. One may ask, for in- 
stance, what the probability of accepting 
the lot is—when using these plans—if the 
proportion of erroneous vouchers in the lot 
were one per cent. It will be found that this 
probability is about 95% [7, p. 327]. In 
other words, the auditor would accept this 
type of lot, which is considered satisfac- 
tory, about 95% of the time under these 
plans. About 5% of the time these sam- 
pling plans would lead him to a complete 
examination of the vouchers when this is 
really unnecessary. The auditor may also 
ask how often these three sampling plans 
would lead him to an acceptance of the 
vouchers when the quality is really unsat- 
isfactory—5% for this example by assump- 
tion. This probability for the three plans 
is about 5% [7, p. 327]; in other words, 
about 95% of the time the auditor will be 
led to reject the lot by the use of these 
sampling plans if the lot has 5% erroneous 
vouchers. To be sure, the auditor does not 
know the quality of the lot—the year’s 
payroll vouchers. If he did, there would be 
no need for sampling. The sampling plans 
simply assure him that if the quality of the 
lot is 1% or less, he will accept the lot on 
the basis of the sampling plans at least 95% 
of the time. If the proportion of erroneous 


vouchers in the lot were 5% or more, he 
would at most accept the lot 5% of the time, 
It is in this sense that the protection 
against incorrect decisions which a sam. 
pling plan furnishes is evaluated. The risks 
of making incorrect decisions embodied in 
the three sampling plans discussed may be 
too great for the auditor. This would sim. 
ply mean that the auditor would have to 
choose plans which furnish greater protec- 
tion against incorrect decisions. 

The operating characteristic curve, then, 
spells out for each sampling plan what the 
probability of acceptance of a lot is, de- 
pending upon the quality of the lot. The 
three sampling tables to be discussed here 
all make use of measures, which in a sense, 
summarize the operating characteristic 
curve succinctly. The acceptable quality 
level (AQL) is used as a measure of speci- 
fied satisfactory quality. In the previous 
example, the acceptable quality level was 
one per cent. Sampling plans may then 
be constructed so that the probability of 
accepting a lot meeting this specified qual- 
ity is at least, say, 95%. They may also be 
constructed so that the total inspection is 
minimized if the quality of the lot being 
examined is equal to the acceptable qual- 
ity level. Another measure of the protec- 
tion furnished by a sampling plan is given 
by the lot tolerance per cent defective 
(LTPD). This rather imposing term sim- 
ply refers to that quality level of the lot 
which an auditor specifies as unsatisfac- 
tory. In other words, an auditor would 
wish to reject the lot if its quality level 
were as poor as the lot tolerance per cent 
defective. Generally, a 90% probability of 
rejection is associated with the lot toler- 
ance per cent defective. For the previous 
sampling plans, the lot tolerance per cent 
defective is about 4.25%. This means 
that these three sampling plans will 
lead to a rejection of the lot about 90% 
of the time if the quality of the lot is 
as poor as 4.25%. The acceptable quality 
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level and lot tolerance per cent defec- 
tive thus summarize for the auditor the 
extent of protection which a sampling plan 
furnishes against making incorrect de- 
cisions. 

One further concept should be explained 
before undertaking a description of specific 
sampling tables. It refers to the quality of 
the lot, or of specific accounting records, 
after the auditor’s examination. For exam- 
ple, if the payroll vouchers are of high 
quality, the auditor will accept them most 
of the time on the basis of the sample. In- 
deed, the quality may be slightly improved 
by correcting the erroneous vouchers in 
the sample. If the quality of the vouchers 
is poor, the sampling plan will generally 
lead him to reject the lot, and the subse- 
quent 100% examination is supposed to 
eliminate all errors. If the lot submitted is 
of mediocre quality, however, and accepted 
on the basis of the sample, its quality after 
the examination will not be as high as in 
the previous instances. The worst possible 
quality, which on the average can exist in 
the vouchers after the auditor’s sampling 
inspection—provided rejection of the lot 
leads to a 100% examination—is called the 
average outgoing quality limit (AOQL). The 
average outgoing quality limit for the three 
sampling plans discussed previously is be- 
tween 0.9% and 1.5% [7, p. 327]. If these 
plans are used, in other words, together 
with 100% inspection of rejected lots, the 
proportion of erroneous vouchers after the 
audit will, on the average, be at most be- 
tween 0.9% and 1.5%, regardless of the 
quality of the submitted vouchers. If the qual- 
ity of the payroll vouchers submitted is 
generally good, the average quality of the 
vouchers after the audit will, of course, be 
better than this maximum limit. 

With this background of basic notions, 
the discussion will now proceed to a de- 
scription of some of the available sampling 
tables and how they may be used by the 
auditor. 
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DODGE-ROMIG TABLES 


The Dodge-Romig tables [9] provide 
sampling plans for both single and double 
sampling. Tables I and II [9, pp. 70-81] are 
classified by Jot tolerance per cent defective 
and they will be of primary concern here. 
Suppose that an auditor decides that he 
wants to be rather sure of conducting a 
100% examination of the payroll vouchers, 
previously mentioned, if the proportion of 
erroneous vouchers is as high as 3%. He 
would then turn to the section “Lot Toler- 
ance Per Cent Defective = 3.0%” in either 
the single sampling or double sampling 
group, depending upon his choice. The 
Dodge-Romig tables are so designed that 
the auditor will have a 90% probability 
of rejecting the lot if its quality is 3.0% 
defective [9, p. 32]. The auditor must also 
decide what constitutes an acceptable 
quality level (AQL), here called the 
process average. Suppose that 0.5% is an 
acceptable quality level for payroll vouch- 
ers. The auditor then simply enters the 
table for Lot Tolerance Per Cent Defec- 
tive=3% under the process average= 
.31%—.60% and will find his sampling 
plan, depending upon the lot size. It was 
assumed above that there were altogether 
5000 payroll vouchers. The appropriate 
single sampling plan will then be (9, p. 71]: 


sample size acceplance number 
260 4 


This means that the auditor should select 
260 vouchers at random. He should then 
accept the lot if no more than 4 vouchers in 
the sample are erroneous; otherwise he 
should reject the lot. The simplicity of 
finding a sampling plan without the need 
of any calculations is apparent. 

If an auditor knows the past error rate 
in payroll vouchers and considers it reason- 
able, he should enter the Dodge-Romig 
tables using that rate as the process aver- 
age. A particular merit of the Dodge- 
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Romig tables is that the amount of inspec- 
tion which must be performed by an audi- 
tor will be minimized, on the average, if the 
past quality level in the payroll vouchers 
has remained the same for the current 
audit period [9, p. 30]. The amount of in- 
spection by an auditor includes not only 
the vouchers in the sample but the entire 
lot if the sampling plan leads to rejection. 
In other words, if the auditor conducts a 
100% test when the sampling plan leads 
to the rejection of the lot, his amount of 
total inspection is, on the average, mini- 
mized by these tables provided the quality 
level at present is the same as in the past. 
If the current quality level differs from that 
in the past, these tables will not provide 
minimum inspection, though the protection 
against making incorrect decisions remains 
the same. 

The doubt sampling plan for the pre- 
vious example is [9, p. 77]: 


Combined Samples 
Sample 
Sample Size ‘Acceptance Rejection 
Number Number 
First 150 150 1 7 
Second 230 380 6 7 


The interpretation of these instructions is 
similar to that of the previous plans al- 
ready discussed. It should be made clear 
again that this double sampling plan gives 
the same protection and has the same min- 
imum inspection feature as the single 
sampling plan just presented. Its advan- 
tage is that double sampling requires less 
inspection than single sampling, on the 
average, in many instances. 

The Dodge-Romig tables also provide 
plans for single and double sampling, 
where the auditor specifies the average 
outgoing quality limit (AOQL) which he 
desires, rather than the lot tolerance per 
cent defective. These plans do not seem 
to have as much meaning for the auditor, 
however, since he is generally interested in 
each lot or audit job separately. Under 


this condition, the lot tolerance per cent 
defective tables are more meaningful [9, 
p. 38] and hence are the only ones dis- 
cussed in this paper. 


STATISTICAL RESEARCH GROUP, 
COLUMBIA UNIVERSITY TABLES 


The tables prepared by the Statistical 
Research Group, Columbia University [7] 
differ in some features from the Dodge- 
Romig tables. 

In the first place, the Columbia tables 
make use of varying inspection levels. 
There are five different levels of inspection 
numbered I through V, inspection level 
III being the one ordinarily used. If the 
auditor needs particularly strong protec- 
tion against accepting an unsatisfactory 
lot, as for instance in the audit of cash 
disbursement vouchers, he would make use 
of inspection levels IV or V. On the other 
hand, he could use inspection levels I or II 
for those audit areas where his need for 
this type of protection is not great. 

Suppose that an auditor is sampling 
cash disbursement vouchers and desires 
to use a higher inspection level than the 
normal one, say inspection level IV. To 
find the appropriate sampling plan, he 
must first enter a table [7, p. 217] and find 
the sample letter corresponding to inspec- 
tion level IV for the lot size under study. 
Let it be assumed that 3000 disbursement 
vouchers are to be studied. For this lot 
size, inspection level IV requires sample- 
size letter “K.” There are many sampling 
plans, though, with this sample-size letter. 
The other specification which the auditor 
must, therefore, make in the Columbia 
tables is that of the acceptable quality 
level. Let this be 0.75%. In other words, 
an error rate of 0.75% is satisfactory to 
the auditor. The Columbia tables are so 
designed that the auditor has a probability 
of 95% of accepting the lot, if its error rate 
is equal to the acceptable quality level [7, 
pp. 22-23]. The auditor then must find 
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that sampling plan for sample-size letter K 
which has an acceptable quality level of 
0.75%. The tables are so arranged that one 
can find this particular plan easily by 
merely leafing through the pages, the 
characteristics of each plan being clearly 
indicated. Each page contains a range of 
acceptable quality levels and the auditor 
must find the range into which his accept- 
able quality level falls. For sample-size 
letter K and acceptable quality level 
range 0.65%-1.2%, the auditor will find 
on the same page the appropriate single, 
double, and multiple sampling plans, each 
of which will furnish him with approxi- 
mately equal protection against making in- 
correct decisions. The sampling plans for 
the above requirements, incidentally, are 
those cited at the beginning of the paper 
(7, p. 327] and already explained. The audi- 
tor must choose between single, double, 
and multiple sampiing depending upon the 
particular circumstances of the problem. 
Again, it is apparent that the choice of a 
sampling plan from these tables is not a 
complicated process. 

Several features of the Columbia tables 
are noteworthy. For each set of sampling 
plans, the operating characteristic curves 
are drawn. This means that the auditor can 
use the Columbia tables simply by choos- 
ing the operating curve which he desires. 
Immediately above it he will find the cor- 
responding sampling plans. 

The Columbia tables permit the use of 
reduced and tightened inspection, depend- 
ing upon previous quality experience [7, 
pp. 120-125]. In the earlier example of the 
audit of cash disbursement vouchers, it 
was assumed that the auditor would or- 
dinarily use inspection level IV. Should 
the auditor know from previous examina- 
tions that the quality of these vouchers 
has been good and that the system of in- 
ternal control is satisfactory, he may use 
reduced inspection by lowering his inspec- 
tion level, perhaps to level II. This reduces 


the required sample size substantially. On 
the other hand, if internal control and pre- 
vious quality experience is poor, he may 
use tightened inspection either by reducing 
the acceptable quality level or by raising 
the inspection level to level V (for this 
case). The latter alternative increases the 
sample size and therefore also the cost of 
the initial examination. The problem of 
setting standards as to when reduced or 
tightened inspection should be used is an 
important one, but cannot be discussed 
here. 

The Columbia tables, in summary, in- 
corporate a standard procedure of select- 
ing a sampling plan, based upon the accept- 
able quality level and upon the inspection 
level. Flexibility is built into the set of 
tables by the use of tightened and reduced 
inspection. 


DEPARTMENT OF DEFENSE TABLES 


This fundamental approach is also found 
in the Department of Defense tables [10], 
the newest of the three tables cited in this 
paper. 

The Department of Defense tables pro- 
vide only three levels of inspection as com- 
pared with the five levels in the Columbia 
tables. Inspection level II is ordinarily 
used. An auditor might wish to use level 
III for an audit of, say, cash disbursement 
vouchers where he would want greater pro- 
tection against accepting lots of unsatis- 
factory quality. 

The acceptable quality level in the De- 
partment of Defense tables simply refers 
to an acceptable quality level; there is no 
reference to a given probability of accept- 
ing lots with such a quality level on the 
basis of the sampling plan [10, p. 2]. 

The procedure in finding the appropriate 
sampling plan is analogous to that of the 
Columbia tables. The auditor finds the 
sample-size letter on the basis of the in- 
spection level and lot size. He then locates 
the sampling plan for his acceptable qual- 
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ity level and sample-size letter, choosing 
single, double, or multiple sampling de- 
pending upon the particular circumstances. 
The plans can be located either in separate 
summary tables for single, double, and 
multiple sampling, or in tables which pre- 
sent the three types of plans together. For 
a given inspection level and acceptable 
quality level, all three types of sampling 
plans provide essentially an equal amount 
of protection against the making of incor- 
rect decisions [10, p. 4]. 

The Department of Defense tables are 
accompanied by rigid instructions as to 
when tightened or reduced inspection is to 
be used. These instructions will probably 
not, however, meet the requirements of the 
auditor. Nevertheless, the Defense De- 
partment tables, like the Columbia Uni- 
versity ones, can be made flexible according 
to the auditor’s needs. Operating charac- 
teristic curves are also provided for all 
sampling plans [10, pp. 19-51], so that the 
auditor might choose his sampling plan by 
selecting the operating characteristic curve 
which is accompanied by the appropriate 
sampling plans. 

It should be added that many of the 
sampling plans in the Columbia and De- 
partment of Defense tables are identical 
since the latter were partly based on the 
earlier Columbia tables [11, pp. 1-7]. The 
Department of Defense tables are some- 
what broader in scope than the Columbia 
tables, as will be pointed out shortly. 


IMPLICATIONS FOR THE AUDITOR 


The existence of sampling tables, such 
as the ones here discussed, often precludes 
the necessity of computational work by the 
auditor in designing a suitable sampling 
plan. All the tables cited in this paper pro- 
vide sampling plans for a wide variety of 
situations which might be encountered by 
an auditor. Occasionally, an auditor may 
have a particular need which is not met by 
existing tables. In that case a special sam- 


pling plan would have to be designed for 
him. Ordinarily, however, this will prob- 
ably not be necessary. 

The auditor is not limited in the use of 
these tables to consider an item erroneous 
regardless of the type of error. He may 
classify different types of errors as major 
and minor ones, and apply separate sam- 
pling plans to each type. Major errors 
would presumably have a lower acceptable 
quality level or lot tolerance per cent de- 
fective than minor ones. The inspection 
level for major errors in that case should be 
used also for minor ones in order that the 
sample size be the same for both types of 
errors. 

The Department of Defense tables are 
designed so that they can also be used by 
the auditor if he is interested in the number 
of errors per unit, e.g., number of errors per 
voucher. In that case, the acceptable qual- 
ity level simply refers to the acceptable 
number of errors per hundred units. The 
Dodge-Romig tables also explicitly provide 
for this type of use [9, pp. 4-5]. 

It should be emphasized that the sam- 
pling tables here discussed cannot be used 
in all circumstances. They apply only if the 
auditor measures quality in terms of er- 
roneous entries, vouchers, etc., or in terms 
of number of errors per entry, voucher, etc. 
A recent attempt to use this type of theory 
in connection with the amount of errors 
[1, pp. 92-93] is, consequently, incorrect. 
Statistical methods are available which 
may be useful to the auditor in determining 
the amount of errors in the accounting 
records, but space does not permit a dis- 
cussion of them here. 

Another area where the sampling tables 
do not apply is that of stratified sampling. 
An auditor may be examining the accounts 
receivable of a business with a large num- 
ber of branches. The sampling tables can- 
not be used to determine the best alloca- 
tion as to how many branches the auditor 
should select at random and how many ac- 
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counts receivable should be confirmed for 
each selected branch. Statistical tech- 
niques are available, though, which can aid 
an auditor in this problem. 

While there are definite limitations in the 
se of the sampling tables discussed in this 
paper, it nevertheless appears clear that 
these tables can be of great help to the 
auditor. The selection of an appropriate 
sampling plan becomes simple, indeed, 
with the tables. With the use of these 
sampling tables and of other statistical 
tools, the auditor should be able to im- 
prove his sampling techniques in his audit 
with probably a concurrent reduction in 
the cost of the audit. 
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INTERNAL AUDITING COURSES 
IN AMERICAN COLLEGES 


ROBERT H. VAN VooruHIS 
Associate Professor, University of Alabama 


of our American colleges have begun 

to offer courses in internal auditing. 
Recognizing the increasing importance of 
this field of instruction, the American Ac- 
counting Association in 1951 set up a Com- 
mittee on Cooperation with the Institute 
of Internal Auditors. One of the first proj- 
ects of this Committee was a survey of in- 
ternal auditing courses based on a ques- 
tionnaire sent to appropriate persons in a 
sample of our colleges. The results of this 
survey are reported below. 

Walter B. Meigs, in his recent article, 
“The Expanding Field of Internal Audit- 
ing,” in the AccounTiING REVIEW (Octo- 
ber, 1951), described the activities of the 
modern internal auditor and contrasted 
them with those of the old-time audit clerk 
or traveling auditor, with whom the in- 
ternal auditor is sometimes still confused. 
Yet there seems to be a rather widespread 
lack of understanding among accounting 
teachers concerning the field of internal 
auditing and the possible content and im- 
portance of a course in that subject. There- 
fore, before reporting the results of the 
Committee survey, it may be in order to 
review briefly the nature of internal audit- 
ing and the material available for use in a 
college course. 


|: THE PAST FEW YEARS a score or more 


SCOPE OF INTERNAL AUDITING 


The Institute of Internal Auditors, 
formed in 1941, is a professional organiza- 
tion of well over two thousand members, 
most of whom are engaged in the practice 
of internal auditing. On July 15, 1947, the 
Institute’s Board of Directors approved a 


Statement of the Responsibilities of the In- 
ternal Auditor, which has this to say con- 
cerning the nature of internal auditing: 

Internal auditing is the independent appraisal 
activity within an organization for the review of 
the accounting, financial, and other operations 
as a basis for protective and constructive service 
to management. It is a type of control which func- 
tions by measuring and evaluating the effective- 
ness of other types of control. It deals primarily 
with accounting and financial matters but it may 
also properly deal with matters of an operating 
nature. 


Consideration of this paragraph may 
dispel some of the confusion between the 
activities of the internal auditor and the 
independent public accountant, and then 
serve to suggest an appropriate content for 
the internal auditing course. 

An “independent appraisal activity” 
suggests the separation of internal auditing 
functions from routine accounting, finan- 
cial, and other operations. Internal audit- 
ing is a staff, or advisory, function. The 
internal auditor generally has no authority 
to cause entries to be made or reversed; 
he does not set up or enforce operating pro- 
cedures. He should report to an officer of 
sufficient stature in his firm so that his 
findings and recommendations receive ade- 
quate consideration by operating manage- 
ment, which will issue such directives as it 
deems appropriate. The internal auditor 
cannot achieve the same degree of inde- 
pendence as the public accountant, but he 
must avoid becoming involved in routine 
procedures if he is to carry out his function 
of independent appraisal. 

Operating “within an organization’’ the 
internal auditor is an employee, whereas 
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the public accountant is an independent 
contractor. There is a popular misconcep- 
tion that internal auditing is the same as 
the work performed by the outside auditor. 
Many suppose that the work of the in- 
ternal auditor largely duplicates that of the 
public accountant, or that by having an 
internal auditing staff, the cost of the 
public accountant’s audit will be materi- 
ally reduced. But the point of view of the 
internal auditor is actually quite different 
from that of the public accountant, and 
consequently his work is directed largely 
toward other ends. For example, the public 
accountant audits final balances in order 
to express an opinion thereon. He considers 
the routines through which those figures 
were developed primarily to help evaluate 
their reliability. The internal auditor be- 
gins with the routines and investigates the 
compliance with established procedures, 
concerning himself with the resulting fig- 
ures only incidentally. The internal audi- 
tor is responsible only to his management, 
while the independent accountant has re- 
sponsibilities to outsiders as well as to his 
client. The internal auditor should develop 
a more specialized understanding of his 
own firm, and the public accountant should 
have a broad knowledge of the operations 
of other firms. It is true that some phases 
of the work of both may be similar, such 
as the reconciling of bank accounts, con- 
firming receivables, and participating in 
the taking of inventories. In these areas 
their work must be coordinated so that 
both are satisfied with a minimum of du- 
plication and unnecessary expense to the 
firm. 

The breadth of internal auditing is out- 
lined in the phrase, “review of accounting, 
financial, and other operations,” and em- 
phasized again in the third sentence, “It 
deals primarily with accounting and finan- 
cial matters but it may also properly deal 
with matters of an operating nature.” The 
internal auditor is naturally expected to 
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review accounting and financial matters. 
The extent to which he concerns himself 
with other operations depends on his train- 
ing and abilities and on the organization of 
which he is a part. In general, the larger 
the firm and the more remote top manage- 
ment becomes from operations, the more 
the internal auditor will investigate non- 
accounting and non-financial matters. He 
is expected to serve as the eyes and ears 
of top management throughout all of the 
business activities and to report back to it 
the things management should know. To 
do this without getting himself castigated 
as a spy or an officious busybody by the 
lower echelons of management requires a 
keen appreciation of his task and the ut- 
most of tact and judgment on the part of 
the internal auditor. 

Two important phases of the work are 
mentioned as “protective and constructive 
service to management.” The internal 
auditor is concerned with protecting his 
firm’s resources and in helping to see that 
they are used as effectively as possible. He 
reviews and suggests improvements in 
systems of internal control in an effort to 
prevent irregularities, rather than concen- 
trating on detecting frauds after they have 
occurred. His close observation of company 
practices and his wide acquaintance with 
company personnel in different locations 
enable the internal auditor to make many 
constructive suggestions to management. 

The second sentence in the quoted para- 
graph indicates the modus operandi of the 
internal auditor. He checks compliance 
with established routines and procedures 
and then evaluates their effectiveness in 
order to make constructive criticisms and 
recommendations to management. He 
does not perform such routine activities as 
verifying accuracy of payroll calculations 
or of extensions and footings on invoices 
before payment as part of the normal pro- 
cedures. He does of course test the accu- 
racy of these items as a part of his auditing 
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work. But internal auditing is superim- 
posed on these other types of controls and 
should not take the place of any of them 
in relieving operating personnel of the re- 
sponsibilities for proper routine operations. 


CONTENT OF INTERNAL 
AUDITING COURSE 


Many teachers seem to believe that the 
techniques of internal auditing and of in- 
dependent (public accounting) auditing 
are so similar that they can be covered in 
one course. General auditing courses often 
concentrate on the excellent literature of 
the American Institute of Accountants, 
which is developed almost entirely for the 
independent public accountant. Internal 
controls may be given prominent treat- 
ment in this course, but the specialized 
nature of internal auditing is not fully ex- 
plored, if indeed it is understood and men- 
tioned at all. 

The foregoing discussion of the scope of 
internal auditing suggests that the sub- 
ject deserves full scale treatment in a col- 
lege course specifically devoted to that 
purpose. A one-semester course in basic 
auditing techniques might be taken by 
both prospective public accountants and 
prospective internal auditors. A second 
one-semester auditing course of the tradi- 
tional type might be required of the public 
accounting group, and a course more suited 
to their needs might be offered for the in- 
ternal auditors. This latter course might 
well be taken by all students intending to 
pursue industrial accounting careers, since 
it would deal largely with management 
controls. 

The course in internal auditing might 
devote some time at the start to a consider- 
ation of the history and present scope of 
internal auditing. Internal controls of all 
types should be discussed next, including 
those operated to prevent frauds and those 
designed to insure better management of 
business operations. Some time should be 


devoted to a review of auditing principles 
and procedures as they apply to the work 
of the internal auditor. Major portions of 
the course should be spent on the tech- 
niques of functional audits and the possibil- 
ities for special services to management 
which are open to the internal auditor. All 
this would seem to be sufficiently different 
from the needs of the public accounting 
student to warrant a separate course, 
which would be beneficial not only to in- 
ternal auditing students but to all indus- 
trial accountants as well. 


INSTITUTE EDUCATIONAL ACTIVITIES 


One of the principal objectives of the 
Institute of Internal Auditors is educa- 
tional. The Institute has provided material 
and encouragement to colleges in setting 
up internal auditing courses. Its members 
have on several occasions served as in- 
structors, and in many other cases have 
talked to classes as guest lecturers. Stu- 
dents have been invited to attend local 
chapter meetings of the Institute. 

Victor Z. Brink, one of the organizers of 
the Institute, was at that time Associate 
Professor of Accounting at Columbia Uni- 
versity. His text, Internal Auditing (Ron- 
ald, 1941), was published, and he was 
teaching an internal auditing course at 
Columbia, before the Institute was formed. 
The late John B. Thurston, another found- 
ing member of the Institute, summarized 
current practices in his Basic Internal 
Auditing (International Textbook Com- 
pany, 1949). Many other members have 
helped to develop the subject in talks be- 
fore annual conferences of the Institute, 
which have been published in their suc- 
cessive yearbooks, or in articles appearing 
in the Institute’s quarterly journal, The 
Internal Auditor. (This is now available to 
students at a special rate of $1.00 per year.) 
Institute members have of course con- 
tributed articles to other journals, and per- 
sons not members have been encouraged 
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to write articles and papers on the subject. 

Specifically to help schools in starting 
courses in internal auditing, the Institute 
published an Instructor's Manual for a 
College Course in Internal Auditing (1948). 
This is currently being revised. In 1950, 
Victor Z. Brink and Bradford Cadmus 
edited a volume of industry case studies 
prepared by committees of interested mem- 
bers, under the title, Internal Auditing in 
Industry. Additional case material is near- 
ing completion." 

The United States Steel Corporation has 
taken an active part in the development of 
courses in internal auditing at the Univer- 
sity of Pittsburgh and at other colleges 
located near its operations. Two of its of- 
fiers, W. A. Walker (Vice-President, Ac- 
counting) and W. R. Davies (Director, 
Audit Division), wrote Industrial Internal 
Auditing as a text for these courses. This 
was published privately (1949) by the 
United States Steel Corporation, and has 
been republished (1951) by McGraw-Hill 
Book Company, Inc. 


AMERICAN ACCOUNTING ASSOCIATION 
COOPERATION’ 


In order to cooperate more effectively 
with the Institute in its educational pro- 
gram, the American Accounting Associa- 
tion in 1951 set up the Committee on Co- 
operation with the Institute of Internal 
Auditors. Among other things, members of 
this Committee in their first year consulted 
with Institute officials, met in Denver at 
the annual meeting of the American Ac- 
counting Association, and met again in 
New York with the Institute’s Educational 
Committee, where they attended the In- 
stitute’s 1951 Annual Conference. Through 
these contacts a firm basis was laid for 
even closer cooperation in the future. 


_ 1} Those interested in learning more about or obtain- 
ing the Institute’s educational materials should con- 
tact Bradford Cadmus, Managing Director, 120 Wall 
Street, New York 5, New York. 


SURVEY OF INTERNAL 
AUDITING COURSES 


As a member of the Association’s Com- 
mittee on Cooperation, the writer prepared 
a questionnaire which was sent in May, 
1951, to 135 representative colleges in all 
parts of the country, to find out what was 
being done with internal auditing courses 
in these institutions. Replies were received 
from ninety-five colleges, of which six- 
teen? were already offering internal audit- 
ing courses, and thirteen more were con- 
sidering such a course. 

Sixty-six replies were from colleges which 
neither offer a course in internal auditing 
nor plan to offer one in the near future. 
Some individuals answering for this group 
felt that this course might be desirable in 
a larger school or in one with a more varied 
accounting curriculum, but was not suited 
to their own institution. Others felt em- 
phatically that there is no place in any ac- 
counting curriculum for a course in in- 
ternal auditing. Many who answered the 
questionnaire indicated they did not un- 
derstand the scope of modern internal 
auditing, while several suggested that the 
subject is already covered adequately in 
the traditional auditing courses. 

Of the thirteen colleges considering a 
course in internal auditing, at least one was 
planning to offer it first in the spring of 
1952. Several were considering it only as 
part of rather general curriculum revisions 
to take effect in the indefinite future, 
while others had more definite plans. This 
group generally indicated a desire to learn 
more about internal auditing courses al- 
ready being offered and to obtain materials 
and suggestions. 

2 These colleges are: Atlanta University Graduate 
School of Business; Brigham Young University; But- 
ler University; The City College of New York; Colum- 
bia University; Golden Gate College; Northwestern Uni- 
versity; Ohio State University; Oregon State College; 
Rider College; St. Louis University; University of 
Alabama; University of Florida; University of Southern 


California; Western Reserve University; Wharton 
School of Finance and Commerce. 
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Considerable variation appeared in the 
length of the courses now being offered in 
the sixteen colleges. Six were either two 
semester hours or three quarter hours 
credit; seven were three semester hours; 
two were four semester hours; and one was 
nine quarter hours. 

Four colleges limit enrollment to gradu- 
ate students and five others offer the course 
for graduate credit. Seniors are admitted 
in eleven cases, and juniors in only two. 
In six cases a general course in auditing is 
a prerequisite; in ten cases it is not. Thir- 
teen colleges offer the course once a year, 
three offer it two or more times. In two 
colleges the course is also offered through 
the extension division. 

One of these colleges first offered an in- 
ternal auditing course in 1941. The next 
earliest began in 1946, followed by two in 
1947, three in 1948, four in 1949, one in 
1950, and three in 1951, with one indicat- 
ing no starting date. None of the ninety- 
five colleges replying to the questionnaire 
had stopped scheduling a course in internal 
auditing after having once offered it. 

Approximately three hundred students 
were enrolled in the internal auditing 
courses in these sixteen colleges during the 
academic year 1950-1951. Of these, 
twenty-six were known to have taken in- 
ternal auditing jobs after graduation, 
while data were lacking on most of the 
others. 

In half of the cases, the instructors are 
men engaged in the practice of internal 
auditing, one course being taught by six- 
teen different practitioners. The other half 
are taught by full-time faculty members, 
several of whom have had some practical 
experience in internal auditing. Students in 
five of the courses go on field trips to ob- 
serve internal auditing in practice. Prac- 
titioners other than the regular instructor 
are brought in to address students in nine 
cases. Students from four colleges have at- 


tended meetings of local chapters of the 
Institute of Internal Auditors. 

Thirteen of the colleges use one or more 
of the three principal texts in internal 
auditing: Brink, Thurston, or Walker and 
Davies. One uses Anderson’s Practica] 
Controllership, one uses Auditing, by 
Byrnes, Baker, and Smith, and one did not 
indicate what text is used. Several use the 
American Institute of Accountants’ case 
studies on internal control, and the mate- 
rial published by the Institute of Internal 
Auditers. In contrast, several colleges in- 
dicated either that no outside reading was 
required of the students, or merely that 
reading was required in the various ac- 
counting journals. Of those submitting 
reading lists, one had four typed pages of 
suggested books and articles. 

Only one college indicated that no prob- 
lems are required in its course, although 
two failed to answer this question. Several 
require term problems; one has the stu- 
dents submit notebooks containing digests 
of their readings; and one has each student 
prepare for and participate in at least one 
panel discussion. One instructor requires 
his students to take the American In- 
stitute level II examination. 

Comments were rather general concern- 
ing the lack of published problem material 
in internal auditing. Brink and Thurston 
have no problems in their texts. Walker 
and Davies have only five case problems, 
one of which has an accompanying illus- 
trative solution. Some instructors have de- 
veloped their own problem material, in 
several cases from their own practice, and 
in at least one case, from material obtained 
through the Institute of Internal Auditors. 
Replies indicated a real need for more 
problem material of this nature to be made 
available in published form. 

Only two special teaching devices were 
commented upon by those answering the 
questionnaire. One instructor, whose 
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classes last two hours, has selected stu- 
dentsconduct a panel discussionon assigned 
topics during the first hour, and devotes 
the second hour to discussion of assigned 
text material* Another uses various 
“props” simulating actual audit condi- 
tions, such as a petty cash box containing 
play money, cashed checks, and paid out 
slips, which students are required to 
count as though making an audit, to- 
gether with the daily bank deposit made 
up of the currency and checks of the pre- 
ceding day’s receipts. 


*For all the details, see: Frank A. Lamperti, “A 
Neophyte Teaches School,” in The Internal Auditor, 
(Sept., 1951), pp. 38-47. 


CONCLUSION 


The World War II years brought about 
an increasing recognition of the impor- 
tance of internal auditing in industry, a 
corresponding need for trained personnel, 
and, logically, an increasing interest in in- 
ternal auditing instruction in colleges. 
Internal auditing courses are now offered 
in more than a score of American colleges, 
with several more known to be planning 
to offer such courses in the near future. 
The Institute of Internal Auditors and the 
American Accounting Association are co- 
operating actively to develop needed 
teaching materials and to spread informa- 
tion on the subject. Educators should be 
alert to the possibilities for service in this 
field of growing importance. 
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SOME ACCOUNTING LIMITATIONS OF 
STATEMENT INTERPRETATION 


LLoyp F. Morrison 
Professor, Louisiana State University 


HE FINANCIAL STATEMENTS of a busi- 
ness enterprise do not reflect the 
economic condition of the enter- 
prise, but from these statements a skilled 
analyst may draw information which will 
assist him in arriving at conclusions re- 
garding the economic condition of the 
enterprise. A business enterprise, like a 
human, has a personality which has values 
and resiliency not measurable in dollars 
and cents. Everyone knows of numerous 
firms that should have failed miserably 
but succeeded grandly instead, just as 
everyone knows of firms with every chance 
of success which were dismal failures. In 
a sense this is an indictment of account- 
ants and in a sense it is an admission that 
certain economic factors may not be sub- 
ject to a generally understandable ac- 
counting expression. This lack may also 
be attributable to preoccupation by ac- 
countants with a more basic function of 
accounting. Although statements do not 
supply all of the information necessary to 
form a complete picture of the economic 
condition of an enterprise, statements are 
portrayals of economic facts and activities 
selected and arranged to serve practical 
needs of interested parties. 

Accountants advocating elaborate re- 
forms should be warned by Wesley Clair 
Mitchell who said, ‘(One who elaborates 
statistical series in ingenious ways may get 
as far out of touch with reality as one who 
excogitates a set of speculative assump- 
tions.” Truly, statements can be of little 
value for some purposes unless they rest 


1 As quoted by John N. Myer, Financial Statement 
Analysis, p. xiii. 


upon objectively determined facts. It is 
one phase of objectivity that is the sub- 
ject of this paper; namely, reporting the 
facts so that actions may be judged. 

A modern large-scale business must 
operate by delegation and redelegation of 
powers, functions, and duties. Delegation, 
however, is not irrevocable and abuse of 
delegated powers should not go unpun- 
ished. Coupled with assignment of au- 
thority there must be an accountability 
or responsibility which will be tested by 
the results of exercised powers. Whether a 
particular delegation of powers will con- 
tinue will depend upon how effectively the 
powers were used. From the stockholders 
on down through the board of directors to 
the lowliest gang foreman, results are the 
measure. Accounting, as the tool of man- 
agement, must be primarily concerned 
with reporting for the use of powers— 
now the subject of much study under the 
caption of “cost control” or “operation 
control.” It may well be that accounta- 
bility in this sense is the primary purpose 
of accounting. 

Since it is here proposed to broaden the 
meaning of the word accountability, it is 
necessary to refer to its customary mean- 
ing. Accountability has been used to indi- 
cate the responsibility of a fiduciary for 
the properties placed at his disposal, and 
the term, as used, implies a minimum of 
interest in the nature of the claims against 
such properties. The fiduciary must not, 
of course, by his actions prejudice the 
rights of any one group in favor of another 
group of claimants. The word accounta- 
bility carries with it an implication that a 
day of reckoning with a higher authority 
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is in the offing. While delegation of powers 
in an ordinary business situation may not 
be conferred by a court and the delegate 
may not hold legal title to the property he 
administers, nevertheless the principal 
elements of accountability are present in 
large-scale enterprises—assignment of ad- 
ministrative duties coupled with a day of 
judgment of honesty and efficiency. Com- 
petition and the profit motive in the busi- 
ness field place efficiency not on the aver- 
age or normal basis of an ordinary fidu- 
ciary but on a comparative basis which 
greatly influences the position and prog- 
ress of the executives. 

The accountant is concerned with ac- 
cumulating and reporting the information 
needed at these days of reckoning. How 
shall a man be judged? Surely a man is re- 
sponsible for his own actions and for ac- 
tions of his subordinates, against a back- 
ground of economic circumstances. A 
purchasing agent who lets stocks accumu- 
late must be ready to justify his position 
relative to current business conditions. 
The accountant, then, must report the 
fact of the accumulation and ultimately 
the facts of the disposal of the accumula- 
tion. By all means, care must be taken 
that the reporting devices shall not color 
the facts. The judgment must be based 
upon the facts of what happened in the 
economic context. Danger lurks when the 
facts are modified to reflect economic cir- 
cumstances, for judgment must again take 
into account such circumstances. 

It is clearly recognized now that control 
must originate at the level of activities. 
Frequent reports must be made as to the 
operation of each gang of employees, as to 
the operation of each material and prop- 
erty unit, and as to each general function 
unit. These reports must be scrutinized 
and compared with standards of perform- 
ance by the foremen on the first level of 
authority so that modifications may be 
immediately instituted. Information de- 


rived from these reports must be as- 
sembled by operations, by jobs, and by 
departments for examination by the level 
of authority immediately responsible. Ul- 
timately the over-all product cost will re- 
sult from these subassemblies for the in- 
formation of the plant superintendent, the 
general manager, and with other informa- 
tion for the board of directors. It should 
be noted that the final reports tend to be 
developed by a pyramiding of the data orig- 
inating in the several levels of responsi- 
bility. If this were not so there would be 
much duplication of effort in assembling 
information and great difficulty would be 
encountered in tracing causes for variation 
from final reports back to the ultimate 
causes. 

Accountability seems to explain ob- 
jectivity and its product the cost basis of 
valuation. Whether cost measures value or 
not, it does measure involvement of re- 
sources. It is not until use of resources has 
been matched against results that effi- 
ciencies of administration are generally 
discernible. Thus accountants do not antic- 
ipate profits by recognizing earnings ac- 
cruing except when there can be no ques- 
tion of the amount of the result. In a way, 
too, accountability explains management’s 
preoccupation with conservatism since it is 
only natural to wish to reduce the burden 
of responsibility. Because conservatism is 
considered as safer than its opposite, ac- 
countants condone and even encourage a 
conservatism which may sometimes ob- 
scure accountability. When management is 
effective and profits are large, a device cal- 
culated to understate current profits and 
overstate subsequent profits may be popu- 
lar, for by this means future inefficiencies 
may be at least partially covered up. While 
conservatism may be motivated by ac- 
countability, where conservatism flour- 
ishes accountability is lost. Understate- 
ment of resources committed is a dis- 
claimer of responsibility for that portion 
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of the resources—a denial of accounta- 
bility without relief being granted by the 
next higher step of authority—an im- 
mediate concealment planned to perpe- 
trate future concealment. 

Nor is accountability purely an internal 
administrative matter. The executives of a 
business are responsible to the board of 
directors and the board is responsible, act- 
ing for the corporation, to the stockholders 
and creditors for values committed to 
their administration. The executive offi- 
cers selected by the board of directors re- 
port their actions on an over-all basis as 
well as by special studies. It would seem 
that on this level, as well as on lower levels, 
objective reporting of deeds performed and 
of deeds as yet uncompleted should form 
the basis for judgment as to whether to 
continue the same management and the 
same policies. A special problem develops 
in the last stage—the report to stock- 
holders and creditors. 

Investors in large corporations are very 
often primarily concerned with short-run 
changes in their firm which cannot be af- 
fected greatly by changes in management 
or long-run policy. It is also generally true 
that greater effort would be required to 
obtain the voting-power needed to effect 
a change of administration than the un- 
certain results of a change in administra- 
tion could justify even to fairly large 
holders. In many cases there are relatively 
large interests closely associated with man- 
agement or constituting itself as manage- 
ment which exercises effective control. To 
the board of directors and to large long- 
run interests, the discharge of delegated 
authority is an important consideration. 
This body, however, is really a delegate of 
authority and may not be required to ac- 
count for its deeds to any organized final 
authority. Truly they may be held for 
any breaches of honesty, but inefficiencies, 
if detected, will at most merely affect the 
market value of the securities rather than 


their positions of authority. It is not the 
purpose here to complain of this state of 
affairs or to suggest reforms. Rather the 
accountant must be concerned with the 
ramifications of this lack of enforced ac- 
countability. 

But this is by no means the whole story, 
The final step in reporting—reports to 
stockholders—cannot follow the above 
pattern of accountability for several 
reasons. In the first place, the judgment 
at this level is not direct. A bad report is 
more likely to affect the price of shares 
than it is to affect the pay, position, or 
freedom of action of management im- 
mediately. In the second place, the 
readers of these statements have less per- 
sonal knowledge of the internal workings 
of the firm and generally less ability to 
read statements than on lower levels of ac- 
countability. In the third place, stock- 
holders occupy" the final level of responsi- 
bility and need not fear action by any su- 
perior for any mismanagement of the 
firm. And finally, the economic context of 
the actions undertaken may not be as 
clearly grasped by this group. It might also 
be stated that lack of skill in interpreta- 
tion on the part of the stockholders to- 
gether with the above shortcomings has 
led to report simplification and the sup- 
plementing of conventional statements 
with analytical or interpretive devices. 

Although the concept of accountability 
here developed is not revolutionary, it 
may help to resolve some of the general 
problems up for current debate such as the 
perennial LIFO controversy, the single-step 
income statement, the working-capital 
balance sheet, the question of value revi- 
sion, and others. It is in this area that the 
question of responsibility for actions is 
often treated as being less important than 
the bearing of such actions upon future 
prospects. 

The effect of LIFO on accountability is 
fairly clear. LIFO tends to understate in- 
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ventories thus relieving the future of 
charges it should bear, for inventories are, 
after all, management’s gamble as to fu- 
ture operations. It is true that the LIFO 
manipulation charges past successes for 
future speculations and it may be argued 
that successes and failures must be aver- 
aged out before judgment is rendered. 
Yet, it would seem that the averaging out 
of success and failure should be deliberate 
rather than a concealed matching of a 
little success against a little failure to pro- 
duce an appearance of success as dominant 
and failure as never severe. LIFO, of 
course, was not designed to show responsi- 
bility for the results of stock planning but 
to show the effectiveness of the pricing 
policies and to carry the income statement 
a little closer to a current value basis. 

A matter of current importance in view 
of the recent “Regulation S—X’” re- 
vision is the question of intermediate prof- 
it representations in the income state- 
ment. For control purposes on the depart- 
mental level there must be operating data 
subdivided by activities. On an over-all 
basis, on the other hand, responsibility 
may not be discharged by allowing man- 
agement or accountants to decide that 
there are various degrees of responsibility 
and even no responsibility for such items 
as surplus charges. There are some inter- 
esting points involved here. At first glance 
it would appear that a gain or loss on dis- 
posal of plant assets arising from errors in 
the depreciation plan should not be a mat- 
ter of current responsibility, however, if 
the responsibility is not made a part of the 
general report of activities those in au- 
thority will never be brought to a reckon- 
ing and their efficiencies may be materially 
miscalculated. In a similar fashion general 
management is responsible for all activi- 
ties. To say that a profit was made on gen- 


* United States Securities and Exchange Commission, 
March 12, 1951. 


493 


eral or principal activities and a loss was 
made on sideline activities is to say that 
general management is less responsible for 
the one than for the other. Or to say that 
certain charges should be deducted after 
arriving at an operating profit is to say 
that management is less responsible for 
these charges. Again it should be noted 
that the primary consideration at this 
point in the analysis is accountability ra- 
ther than economic forecasting. 

There are several ramifications to this 
question of showing discharge of responsi- 
bilities in the income statement. Once 
management has been held responsible for 
an action, should that action continue to 
affect the reporting of efficiency? Depreci- 
ation on an asset acquired at a high price 
level will continue to plague executives for 
many years. Many executives were purged 
of their errors of the 1920’s by the quasi- 
reorganizations of the 1930’s. They did not 
escape responsibility but met it head on 
and had it over. In less extreme cases ap- 
pearances of lack of planning or poor 
planning may be only temporary and the 
long-run picture may show clear justifica- 
tion for a plant expansion program in 
spite of a temporary embarrassment. 
Another problem in this same area is more 
difficult. Should one management be held 
responsible for the errors of a preceding 
management? Plants acquired at high 
cost may be a constant bar to a reason- 
able profit showing. This is not all one- 
sided for a wise predecessor may leave a 
rich legacy of wisely accumulated re- 
sources. If there is a decided break with 
the past and a new management institutes 
a whole new set of policies, something simi- 
lar to a quasi-reorganization might be un- 
dertaken. On intermediate levels a mere 
appraisal of certain items may satisfy all 
parties. 

This may seem to be getting far afield 
from the question of reporting several dif- 
ferent profit figures, but it is all a part of 
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the question as to whether there are vari- 
ous levels or degrees of responsibility in 
the income statement. Whatever the an- 
swer may be, at least it must be admitted 
that there are dangers in a device that 
centers attention on results which can be 
greatly and permanently affected by ac- 
counting prorations. There is no great dif- 
ficulty in finding cases in which the re- 
ported net operating profit year after year 
is greater than net profit. When unusual 
charges are a regular part of the pattern 
they are no longer unusual charges. 

The income statement is not the only 
statement in which opportunities for ob- 
scuring accountability are readily avail- 
able. As was mentioned before any over- 
absorption of costs in expenses denies fu- 
ture responsibility for resources. A new 
element has recently been introduced in 
the balance sheet—or rather a variation of 
a very old method long out of service—to 
stress certain relationships. It should be 
noted that balance sheet accountability, 
being more than responsibility for cost in- 
volvements, includes the financial plan as 
well. Too much attention in reporting re- 
lationships of the parts to each other may 
give no picture at all of the general pattern 
of the resources or of the financial sources. 
In one 1950 balance sheet* total liabilities 
of $80,000,000 out of $250,000,000 of all 
equities was divided up into three differ- 
ent offsets against levels of assets and 
never shown in total or even in such a 
manner that a novice could realize the 
total debt position and no single sub- 
division of obligations was more than 
$33,000,000. In a well-managed business 
there should be a coherence in the asset 
scheme and there should be a planned fi- 
nancial structure. These two prime essen- 
tials are certainly difficult to visualize 
from the working-capital balance sheet or 


. a Caterpillar Tractor Company, Corporate Report 
1950. 
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the multiple-step balance sheet. 

Applications of the notion of accounting 
as a tool to test the proper uses of dele- 
gated powers are nearly endless. One fur. 
ther application and some additional com- 
ments on the imperfections in accounta- 
bility at the last level of authority seem to 
be needed. This application has to do with 
changing price levels. 

Objective reporting of the facts tem- 
pered by an understancing of the economic 
context of those facts gives the basis for 
reckoning efficiency and its product— 
realized and available profits. The eco- 
nomic context is a resultant of a myriad of 
forces, activities, and conditions. Although 
stemming from objective circumstances, 
economic conditions are contempora- 
neously uncertain and can be evaluated 
only by a subjective appraisal. To allow 
objective data of an enterprise to be ad- 
justed arbitrarily or automatically for 
economic fluctuations might not improve 
the significance of the reports for any pur- 
pose and certainly would tend to impair 
some aspects of accounting for responsi- 
bility. A thorough overhauling of the 
values such as was suggested by Sweeney 
would preserve most of the essential 
accountability elements—even improve 
some—but would relieve management of 
the blame for guessing wrong about chang- 
ing prices, or not give credit for guessing 
right. In the business world, as presently 
constituted, management must guess and 
the results of guessing are often crucial. 

Mangerial efficiency is an important 
factor to all investors. In the short-run, 
estimates of the market for the product 
and estimates of the value of resources 
may vary considerably from the amounts 
reported on an objective basis. Unless 
management can employ resources to pro- 
duce a reasonable rate of return on the 
current value of the resources, there may 
be a question not only as to whether man- 
agement is keeping up with the times but 
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also as to whether there is a current eco- 
nomic justification for the business. Use of 
LIFO as an inventory valuation method 
may be of some help in determining the 
relationship between current product de- 
mand and current cost requirements. This 
type of analysis together with current 
capital valuation is required information 
for an investor who wants to take advan- 
tage of a temporary situation, and will be 
valuable to any investor if a change in 
management or in policy is contem- 
plated. 

This study was undertaken to examine 
an aspect of accounting that is cur- 
rently receiving much attention—account- 
ing controls. It is not a new topic for it 
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seems that most of present day methods 
and procedures have developed to serve 
the purposes of control. By referring to 
this branch of accounting as accounta- 
bility it is intended to lend the sanction of 
acceptance and to broaden the scope so 
that some of the ultimate aspects of ac- 
countability may be examined. Again let 
it be noted that accounting is a tool of 
management but that is not the sole func- 
tion of accounting. The importance of 
maintaining the integrity of the methods 
and procedures required for purposes of 
accountability should not be overlooked 
in the rush to change the statements to 
take into account general variations in the 
economy. 
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THE DISPOSITION OF SPECIAL POST- 
WAR RESERVES AT THE CLOSE 
OF WORLD WAR II* 


STUART B. MEAD 
Associate Professor, Michigan State College 


ERTAIN RECONVERSION PROBLEMS 
C that would arise at the termination 

of hostilities became apparent in 
the early years of World War II. Because 
these problems would be the result of pro- 
duction conditions developing from the 
conversion of industry to a wartime basis, 
business men and accountants felt that 
costs of reconversion of industry to peace- 
time conditions should be charged against 
wartime revenues. The popular method for 
attaining charges against wartime reve- 
nues was the creation of special reserves, 
against which could be charged reconver- 
sion and other applicable costs as they 
were incurred after the end of the war. 

During the war period many articles 

were written about the nature and pur- 
pose of the special post-war reserves. Most 
of these articles were based on Accounting 
Research Bulletin Number 13 released by 
the American Institute of Accountants in 
January, 1942. This bulletin listed eleven 
purposes for which special reserves might 
be provided. The purposes, however, may 
be summarized as follows: 

1. Costs of rearranging and reconverting plant 
and equipment at the end of the war. 

2. Accelerated depreciation of facilities as a 
result of intensive use and accelerated amor- 
tization of special facilities acquired for war 
work. 

3. Special inventory losses resulting from war 
conditions. 

4, Repairs and maintenance deferred as a 
result of intensive war production. 


* Based on a dissertation submitted in partial ful- 
fillment for the degree of Doctor of Commercial Science 
in the School of Business of Indiana University. 


5. Special costs or losses, as separation allow- 
ances or losses from the termination of war 
contracts. 


Using these purposes as a starting 
point, the annual reports of 134 large 
manufacturing corporations were studied 
in order to ascertain the extent to which 
the original purposes were observed in the 
disposition of the created reserves. The 
findings, which should be of special in- 
terest in this period of rearmament, 
showed a high degree of misuse of the spe- 
cial post-war reserve and a general mis- 
conception of the theory of reserves. 


USE OF SPECIAL POST-WAR RESERVES 


The original purpose of the post-war re- 
serves of the 134 corporations was to cover 
the costs of economic reconversion. For 
purposes of the study, economic reconver- 
sion was defined as all of the necessary 
costs incurred in the transition from a war 
economy to a peace economy. This defi- 
nition would include the costs of physically 
rearranging plant and facilities, retraining 
and readjustment of employees, acceler- 
ated amortization of special war facilities, 
maintenance deferred as a result of war 
conditions, special war inventory losses 
and war contract termination losses. 


1 The companies studied were confined within the 
following limits: 
a. The balance sheets of thecorporations had toshow 
a special post-war reserve. 
b. The corporations had to be listed on the New 
York Stock Exchange. 
c. The corporations had to be manufacturing con- 
cerns having total assets of at least $25,000,000.00. 
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These were foreseeable costs that had to 
be met at the termination of hostilities. 
Unfortunately, far too many companies 
thought more in terms of unforeseeable 
charges than in terms of costs of convert- 
ing from a war economy to a peace econ- 
omy. This was illustrated by the fact that 
92 of the companies, about 71%, included 
the word “contingencies” as a part of the 
title of the reserve. In their annual re- 
ports, in comments setting forth the pur- 
poses of the reserve, the companies not 
only included contingent uses but also 
stated that the post-war reserve was 
available for post-war contingencies. 


TABLE 1 


NUMBER OF COMPANIES CHARGING RECONVERSION 
Costs To SPECIAL Post-WAR RESERVES 
(1945-1946) 


| Companies With Special 
| Post-War Reserves 


Industry Field | Using Reserve for 


Total | Reconversion 
| Number | Per Cent 
Apparel and Textile 2 0 
Autos and Trucks 9 8 88.8 
Auto Accessory 18 | 15 83.3 
Aviation 10 | 5 50.0 
Building Supplies 8 | 2 25.0 
Chemical and Metal] | 
Products 16 | 2 12:5 
Food Processors 7 3 42.8 
Household Appliances x. | 4 80.0 
Machinery and Tools 32 | 10 31.2 
Paper Products 4 | 0 0 
Petroleum Products 10 | 2 20.0 
Steel and Iron 12 1 8.3 
Tire and Rubber 1 1 100.0 
134 | 83 39.6 


Source: Annual reports of the 134 corporations. 


The misconception of the use of the spe- 
cial post-war reserve—as a general con- 
tingency reserve—was Clearly brought out 
by the figures arrived at in this study. 
Table 1 indicates that only 53 (39.6%) of 
the 134 companies studied used the reserve 
to cover the cost of physical reconversion. 
The physical aspect of reconversion would 
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include the cost of dismantling facilities 
used during the war years, as well as the 
cost of rehabilitating, rearranging and in- 
stalling regular equipment stored during 
those years. The firms so using the post- 
war reserve were concentrated largely in 
those industrial areas that had a high de- 
gree of conversion to war production—the 
auto industry, the auto-accessory manu- 
facturers, the household appliance com- 
panies, and certain areas of the machinery 
and equipment industry. Reconversion 
proved far less of a problem to the pro- 
ducers of aircraft than might have been 
expected. In studying the companies mak- 
ing up these various industrial areas, it 
was found that: 


1. In most cases the amount provided for the 
reserve was far in excess of post-war needs. 

2. The amount required to cover reconversion 
costs depended upon the extent of conver- 
sion during the war period. 

3. Physical reconversion was not so extensive 
a problem as the size and number of re- 
serves would have indicated. 


The broad economic definition of re- 
conversion include five other phases of re- 
adjustment. Only a limited number of the 
corporations studied used the post-war re- 
serve to cover these costs. As shown in 
Table 2, 28 corporations used the reserve 
for the amortization of special war facili- 
ties, 10 used it to cover maintenance de- 
ferred as a result of increased war produc- 
tion, 11 charged war inventory losses 
against the reserve, 13 used it to cover the 
costs of labor adjustments in the post-war 
period and 14 debited war contract adjust- 
ments to the reserve. As a company might 
have used the reserve for more than one of 
the purposes just listed, including plant 
and facility rehabilitation, there were, net, 
only 78 companies that made use of the 
post-war reserve for its avowed purpose— 
economic reconversion. Of the other 56 
concerns, 20 corporations used the reserve 
for contingent purposes only and 36 com- 
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TABLE 2 


NuMBER OF CoMPANIES USING SPECIAL Post-WAR RESERVE FOR SPECIAL RECONVERSION 
ProBLEMs (1945-1949) 


Number of Companies with Special Post-War Reserve 


| 


Number of Companies Making Special Use of Reserve for 


Industry Field | 
| Total | — | Deferred Inventory Labor | Beall 
| | Special | Mainte- | Losses Adjust- | Adjust- 
| | Facilities | mance | ments | ments 
Apparel and Textile 2 0 | 0 | 0 0 0 
Autos and Trucks 9 0 0 1 2 1 
Auto-Accessory | 18 2 0 1 2 2 
Aviation 10 1 0 1 0 2 
Building Supplies 8 1 | 0 0 0 0 
Chemical and Metal Products | 16 | 6 2 1 1 1 
Food Processors 7 1 | 0 0 1 0 
Household Appliances 5 | 2 0 | 1 1 0 
Machinery and Tools 32 b 4 2 2 5 
Paper Products 4 0 0 0 0 | 0 
Petroleum Products 10 | 3 2 2 0 1 
Steel and Iron 12 6 1 1 2 | 1 
Tire and Rubber 1 1 1 1 0 1 
} 134 | 2% | 10 | 11 13 14 


Seurce: Annual reports of the 134 corporations. 


panies made no use whatsoever of the 
amounts provided. 


THE NON-USE OF THE POST-WAR RESERVE 


The extent of the non-use of the post- 
war reserve is indicated in Table 3. In ad- 
dition to the 56 corporations just referred 
to, there were, out of the 78 companies 
that made use of the post-war reserves, 57 
companies which showed an over provi- 
sion. Therefore only 21 concerns made full 
use of the original reserve provision. 

When it is considered that 113 of the 134 
corporations or more than 84% of those 
studied, either failed to use the reserve or 
made an overprovision, it is easily seen 
that the non-use of the amounts provided 
becomes the important point in the dis- 
position of the post-war reserve. This is 
strengthened by the fact that 89 com- 
panies, or more than 66% of those stud- 
ied, closed at least 50% or more of the 
original provision to earned surplus or to 
income or transferred it to a general con- 
tingency reserve. 


Although 20 companies that used the 
post-war reserve for contingent purposes 
only have been included in the above fig- 
ures, for purposes of this study they should 
undoubtedly have been treated as if they 
failed to use the reserve. The survey also 
revealed that other concerns used the re- 
serve for contingent purposes as well as 
for post-war reconversion. This procedure 
gives a second important fact brought out 
by the survey—the extent of the confusion 
between a special reserve and a contin- 
gency reserve. Special reserves are set up 
for specific purposes, such as post-war re- 
conversion or deferred maintenance. Be- 
cause of their nature they should be 
charged against periodic income. Contin- 
gency reserves are created to meet future 
unforeseeable costs or losses. They should 
be charged against earned surplus or ap- 
propriated out of current income. The con- 
fusion as to types of reserves already has 
been mentioned in connection with the 
purpose of the post-war reserve. Confusion 
was also present in connection with the 
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TABLE 3 
EXTENT OF Non-USE OF Post-War RESERVES 


No. of No. of a Per Cent of Reserve Not Used 
Companies panies wit. 
Industry Field a Unused 
| Reserves | Reserve | 199 | 99-75 | 74-50 | 49-25 | 24-1 

Apparel and Textile | 2 2 1 1 0 0 0 
Autos and Trucks | 9 7 0 4 2 1 0 
Auto Accessory 18 11 2 2 6 1 0 
Aviation } 10 10 2 2 5 1 0 
Building Supplies | 8 7 4 1 0 1 1 
Chemical and Metal Products 16 16 5 5 3 1 2 
Food Processors 7 6 4 1 0 0 1 
Household Appliances | 5 2 1 0 1 0 0 
Machinery and Tools 32 27 8 4 9 2 4 
Paper Products 4 4 4 0 0 0 0 
Petroleum Products 10 9 3 1 1 2 2 
Steel and Iron 12 12 2 1 4 3 2 
Tire and Rubber 1 0 0 0 0 0 0 
| 134 113 | 36 22 31 12 | 12 


Source: The annual reports of the 134 corporations. 


disposition of the reserve. Fifty-eight com- 
panies used the reserve for some contin- 
gent purpose. This total includes the 
covering of the liability for renegotiation 
refunds to the United States and Canadian 
Governments, Federal income taxes for 
prior years, post-war strike costs and other 
incidental contingent costs. 

The renegotiation refunds in connection 
with war contracts were the most impor- 
tant contingent use of the post-war re- 
serve. Forty-six corporations, in at least 
one of the war years, charged the excess 
profits growing out of price adjustments 
to the reserve. Six of these concerns used 
a substantial part of the reserve for these 
settlements and they made no other use 
of the reserve. Sixteen other companies 
consistently debited refunds against the 
reserve in addition to their costs of recon- 
version. The remaining 24 companies oc- 
casionally used the reserve to cover a 
single refund, or to cover unprovided bal- 
ances owed to the United States Govern- 
ment. 

The necessity for price adjustments 
came through the War Profits Control 


Act, which required that all corporations 
having the prescribed type of war con- 
tracts would have to submit to renegotia- 
tion proceedings, and, if excess profits were 
determined, the corporations would have 
to make a refund to the United States 
Government. As this rule would mean that 
there would be a change in the amount re- 
ceived under the contract, the estimated 
change should have been debited to sales 
in the year in which revenue from the con- 
tract was recognized. It should not have 
been charged against the post-war reserve. 
Those companies that used the reserve to 
cover renegotiation refunds undoubtedly 
confused the purposes of the two reserves. 
The purpose of the post-war reserve was 
to provide a value against which could be 
charged post-war costs of plant reconver- 
sion. The reason for creating a renegotia- 
tion reserve was to set up an estimated 
liability to the United States Government 
in connection with war contract price 
settlement. 
As 113 of the 134 corporations failed to 
use some part of the original provision of 
the post-war reserve, the question might 
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be raised as to why there was no greater 
employment of it for economic reconver- 
sion. On the basis of the data set forth in 
their published reports, it appears that the 
reasons might be summarized as follows: 

1. The purpose for creating the reserve failed 
to develop. 

2. The true purpose of the reserve was to cover 
renegotiation refunds rather than post-war 
adjustments. 

3. Post-war expenditures, covering reconver- 
sion costs, were charged against current 
revenues rather than against the reserve. 

4. A contingency reserve was actually set up, 
rather than a post-war reserve. 

5. Errors were made in judgment of the 
amount required to cover the cost of re- 
conversion. These bad estimates caused an 
overprovision of the reserve. 


RESULTS OF NON-USE OF RESERVE 


The primary result of the non-use of 
the post-war reserve is profit distortion. 
Charging the reserve provision against 
war revenues, provided no proper use was 
made of the reserve, resulted in an under- 
statement of the income figure in those 
years in which the provision was made. If, 
as the annual reports of 29 of the corpora- 
tions showed to be the case, the reserve 
was provided and the cost of reconversion 
was charged against current income, prof- 
its were understated both in the years in 
which the provision was made and in the 
years in which the costs were charged to 
revenue. In the case of 17 of the corpora- 
tions, the unused balance of the reserve 
was credited to post-war income. This pro- 
cedure, of course, resulted in an overstate- 
ment of the profit for those periods. 

In the survey it was found that the 
published profit ratios for 22 companies 
would have increased from 3% to 119% if 
the reserve provision had not been de- 
ducted from war revenues. These 22 cor- 
porations were selected from those that 
failed to use the reserve which they had 
provided earlier. In those cases in which 
the reserve was used properly to cover re- 
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conversion costs, it was a legitimate charge 
against war revenues. Whenever it was not 
used, the appropriation from war revenues 
was highly questionable. There is no doubt 
that an understatement of profit ranging 
from 33% to 99% made by seven of the 22 
corporations could have resulted in con- 
fusing the average investor, one not ac- 
quainted with accounting technicalities, as 
to the true financial condition of a given 
company. 


CONCLUSIONS 


In this study, interest was centered pri- 
marily in only one of several types of re- 
serves. What 134 large manufacturing 
corporations did with the special reserve 
created to cover post-war reconversion 
costs has been shown. The various general 
conclusions growing out of the study, 
which might be used toward clearer think- 
ing in respect to special reserves, are: 


1. A distinction should be drawn between a spe- 
cial reserve created for a specific purpose and 
the general contingency reserve.” In the survey 
of the disposition of the special post-war re- 
serve a remarkable degree of confusion over 
disposition was evident. The final use to which 
the reserve was devoted proves that many cor- 
porations in maintaining a Reserve for Post- 
War Adjustments had, instead, set up and 
used what was, in effect, a Reserve for Con- 
tingencies. A preciseness in thinking about 
the purpose of the reserve would obviate such 
confusion. 

A. The principal manner of avoiding confu- 
sion would be to recognize the fact that a 
special reserve aids in the proper assign- 
ment of costs to revenue: the cost of post- 
war economic reconversion then would be 
assigned properly to war revenues when- 
ever there are foreseeable costs or losses in 
this transition period. Conservatism or the 
possibility of unpredictable post-war costs 
would be insufficient and illogical bases for 
setting up a post-war reconversion reserve. 
A quasi-liability should exist before the re- 
serve is created. In other words, it should 


2 Accounting Research Bulletin No. 28, American 
Institute of Accounts. 1947. 


first be certain that specific adjustment 
costs would be incurred. 

B. In post-war adjustments, the debits to the 
reserve should be limited to the costs in- 
curred in conversion from a wartime to a 
peacetime economy. Such adjustments 
would consist of the costs of rehabilitating 
and rearranging plant and facilities, pay- 
roll expenses in connection with post war 
labor adjustments, post-war write-offs of 
unamortized costs of unusable war facili- 
ties, maintenance deferred as a result of 
war production, and costs or losses in- 
curred in the termination of war contracts. 
All of these costs, even though the expendi- 
ture or loss might be incurred in the post- 
war period, are properly chargeable to war 
revenues. 

C. All contingent costs or losses, including the 
refund of excess profits on renegotiated war 
contracts, should be segregated and made 
applicable to other types of reserves. These 
charges are different from charges at- 
tributable to post-war reconversion costs. 
Confusion will be alleviated if specific re- 
serves for these separate purposes are 
created. 

D. The correct procedure should be observed 
in setting up each type of reserve. The 
post-war reserve, because of its basic pur- 
pose, should be a charge against periodic 
war revenue. It might be shown as an 
operating expense or as a deduction from 
operating income. The renegotiation re- 
serve should be set up by a direct debit to 
sales. The result of the creation of a re- 
negotiation reserve is the correction of war 
contract revenue. It should therefore be so 
considered in the accounts. A reserve for 
contingencies, if required, should be created 
by a debit to earned surplus or by means of 
an appropriation of current income. As a 
result of the failure of many to recognize the 
technical difference between an income de- 
duction and an appropriation of income, 
much is to be said for charging provisions 
for contingencies against earned surplus. 

2. The second important aspect of the post-war 
reserve brought out by this study was the 
overprovision of the reserve. This overprovi- 
sion could be corrected by means of a study 
of the amounts estimated to be required to 
complete a post-war reconversion program. 

Scientific estimates of post-war reconversion 

were made by only a few of the corpora- 

tions studied. Making an accurate estimate of 
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post-war costs should be no more difficult 
than estimating depreciation on fixed assets. 
In fact, the two have several points in com- 
mon, and one material difference. The post- 
war reserve is a charge against current income, 
the expenditure to be made in the future, but 
depreciation is based on a current or past ex- 
penditure, the expense being spread over future 
periods. Both the post-war reserve and the 
depreciation reserve, however, require an 
estimate of the number of years over which 
the charge is to be spread. 


In recent years there has been some crit- 
icism of methods and motives used in the 
creation of reserves, especially those set 
up for contingencies. Accountants are be- 
ginning to suggest that, because earned 
surplus is itself available for contingencies, 
there is no reason for creating a contin- 
gency reserve. Thus, Paton states: 

The practice of appropriating earnings in the 
form of one or more possible loss reserves should 
not be carried to extremes. Reservations which 
are nothing more than gestures in the direction 
of conservatism are more likely to obscure than 
to illuminate and are to be avoided. The ac- 
cumulation of a general earnings buffer, without 
the use of fancy labels, is sufficient indication of 
conservative policy except in situations where a 
definite basis for anxiety exists. 


This type of thinking applies to many 
of the reserves created during the war by 
the corporations studied. While there was 
no need for the unused reserves and those 
created as a matter of conservatism, the 
post-war reserves that were used properly 
would not be subject to the above criti- 
cism. The purpose of the post-war reserve 
is quite different from that of contingency 
reserves. The purpose of the post-war re- 
serve is the proper assignment of costs to 
periodic revenue. If costs are assigned prop- 
erly to periodic revenue, there will be less 
distortion of annual income. A reserve 
created for such a purpose and used prop- 
erly, is undoubtedly a necessary account- 
ing procedure. 


3 Essentials of Accounting, revised edition (New 
York: Macmillan Company, 1949), p. 746. 
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NON-COMMERCIAL CURRICULUM 
FOR ACCOUNTING MAJORS 


RoBert L. DIcKENS 
Instructor, Duke University 


vide for an accounting major, the 
accounting student spends approxi- 
mately one-fourth of his time on account- 
ing courses, and another one-fourth on 
other courses in business administration. 

This situation gives rise to two rather 
serious questions. First, is such a concen- 
tration of effort desirable? Second, assum- 
ing that the situation is desirable or is to 
continue without regard to its desirability, 
what is the best possible use that can be 
made of the other half of the students’ 
time? 

The question of the desirability of spe- 
cialization depends to a large extent on 
what is meant by specialization. If this 
means that the student has concentrated 
his effort to such an extent that he has a 
thorough knowledge of, for example, the 
detailed requirements for an accounting 
system of a cotton manufacturer and not 
much else, then the answer would be an 
emphatic “No!” If, however, it means that 
the student has acquired a thorough un- 
derstanding of the function of accounting 
as an integral part of business activities 
and of the effect that accounting can have 
on our society, then the answer would be 
an unequivocal “Yes!” 

There are those who contend that the 
general, broad, education in which the 
student touches briefly on a great variety 
of subjects is best because it “gives him the 
broad view-point.” On this subject Sir 
Richard Livingston, famous British educa- 
tor, said, “If I had to choose between a 
broad education which skims over the sur- 
face of a variety of subjects without going 
thoroughly into at least one; and a narrow 


majority of schools which pro- 


education which went deeply into some- 
thing, I would choose the latter in spite of 
its defects, remembering the saying about 
a charming woman. ‘The first time you 
spoke to her you thought she knew every- 
thing about everything; the second time, 
you thought she knew everything about 
everything except the subject on which 
she was speaking; the third time, that she 
knew nothing about anything!’’ 

Our modern civilization requires spe- 
cialization. There has been much criticism 
of specialization among the doctors, but 
the advancements that have been made 
with tuberculosis, cancer and heart dis- 
ease, to mention a few, have been made 
because of specialization. The increased 
productivity of our labor, i.e., mass pro- 
duction in industry, has been brought 
about by specialists and because of spe- 
cialization. 

Allowing the student to delve deeply 
into one subject so that he knows what it 
means to really understand and explore 
that particular phase of knowledge should 
give that person both pride and humility. 
Pride that he at least has a mastery of one 
field of specialization and humility in 
knowing that there is so much which he 
doesn’t know. 

Then we come to the very practical 
consideration that the student who has 
specialized in some field or another is 
much more sought after by prospective 
employers than is the student who has 
made no attempt to specialize. 

There has been much discussion of the 


1! John E. Burchard, editor, Midcentury, The Social 
Implications of Scientific Progress. New York: John 
Wiley and Sons, Inc., 1950, p. 304. 
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need for students who have had a broad, 
well-rounded general education, and many 
of our leading accountants have given lip- 
service to this concept. Nevertheless, 
when these accountants visit the college 
campuses for the purpose of hiring new 
men, they look for the best students who 
have specialized in accounting rather than 
the student who has not specialized. 

Assuming that specialization is with us to 
stay, the next problem is to determine 
what the student should do with the time 
he has outside his field of specialization. 

The answer to this question depends to a 
large extent on where you draw the line 
between work within the field and work 
outside the field. There has been a con- 
siderable tendency in recent years to intro- 
duce courses into the business curriculum 
from other fields and call these courses a 
part of the specialized curriculum. This 
tendency has been followed to a greater or 
lesser extent by all the colleges and uni- 
versities, so that drawing a dividing line 
is extremely difficult. Another problem 
which makes it impractical to attempt to 
outline a list of courses or subjects, is that 
practically identical material taught at dif- 
ferent universities would probably be 
given a different name. For these reasons, 
this paper will merely outline generally the 
author’s ideas as to what the student of ac- 
counting should become familiar with dur- 
ing his years in college. 

The accountant, both public and in- 
dustrial, should have a sound technical 
knowledge of his work, but being a good 
technician is not enough. If good tech- 
nicians were all that accounting required 
the colleges and universities would have 
no place in the education of accountants, 
because the business schools can and do 
turn out some excellent technicians. To 
become a good accountant and an intelli- 
gent citizen, the student needs much more 
than this. On this subject, the 1951 edition 
of the Occupational Outlook Handbook 


states: “Applicants with a college degree 
in business administration as well as in ac- 
counting have better chances of employ- 
ment than those whose training has been 
limited to the accounting field... . ”’ This 
is at least an indication that business men 
are recognizing the need for something 
more than technical training. 

In discussing this problem of curriculum 
with practicing accountants, the com- 
plaint most often heard is that the student 
doesn’t know how to express his ideas. 
The student should get a good foundation 
in oral and written English. He should 
take sufficient work in this field to be able 
to express himself clearly, concisely and 
correctly in written reports and conversa- 
tion. 

The efficiency of the industrial account- 
ant is toa large extent measured by the re- 
ports that he presents to the management 
of the business. If these reports are not 
clearly and concisely written the work of 
the internal accountant is at least par- 
tially wasted. For public accountants, the 
restriction of his effectiveness to the writ- 
ten report is much more pronounced. In 
the final analysis, the auditor is judged by 
his finished product, the audit report. Too 
many auditors write their audit reports by 
taking the previous year’s report and copy- 
ing almost word for word, changing only 
the dates and figures. For a new client, 
these auditors use the report of a similar 
company and change the name of the com- 
pany, the dates and figures. In doing this, 
the accountant loses an excellent oppor- 
tunity to be of service to his client, since 
very few clients will read the same report 
year after year. Even if the client does 
read the report, the opportunity for valu- 
able guidance and advice is lost because 
such material cannot be included in a 
stereotype report. Therefore, if the ac- 
countant is unable to put across his ideas 
in a clear, readable report, his knowledge 
is wasted. 
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This ability to write an intelligent and 
readable report should be developed in 
courses dealing with written English. The 
mechanics of grammar are important, but 
knowing the mechanics of verb conjuga- 
tion will not in itself transform the aver- 
age student into a report writer. The stu- 
dent needs some definite training dealing 
with the writing of business reports and 
business letters. 

A study of some of the great writers of 
current and past generations should be of 
value to the student in becoming familiar 
with written English and, in addition, will 
give him a sample of the pleasure of read- 
ing good literature. The time and work re- 
quired to become proficient in report writ- 
ing will vary between individual students, 
therefore the criterion should be the ac- 
complishment of the named objective rath- 
er than a list of courses which should be 
taken. 

As tool or background courses needed 
for a thorough understanding of the me- 
chanics of accounting, mathematics rank 
close to the top. In this connection the stu- 
dent should learn the basic numerical rela- 
tionships in algebra, geometry, etc., and 
should become familiar with the special 
problems of the mathematics of finance 
and statistical analysis. Someone has de- 
fined accounting as simply a branch of sta- 
tistics. Although this definition doesn’t 
entirely coincide with the accountant’s 
feeling on the subject, it does point out the 
fact that the accountant needs a knowl- 
edge of statistical methods of analysis as 
an aid in this work. 

A field of endeavor in which the account- 
ing student should spend considerable time 
is the study of economics. This is probably 
the most important phase of the account- 
ant’s education outside the accounting 
field. Whether the training here is called 
economics or business administration is of 
no real consequence, the end result should 
be that the student obtain some under- 


standing of the principles of economics as 
well as a familiarity with the basic eco- 
nomic problems of our time. Another 
course which should be included in the 
curriculum is public finance. This is often 
omitted in planning the students’ work in 
economics, but if included, will be of in- 
valuable aid in understanding the eco- 
nomic, as well as the social and political 
problems of our time. The accountant is 
constantly being called upon to render de- 
cisions and advice which have a far- 
reaching effect on our social and economic 
system. If he can acquire the skill in an- 
alysis which permits him to judge his spe- 
cial accounting problems in the light of the 
economic function which accounting is 
supposed to fulfill, he will be a much more 
useful accountant, both to his clients and 
to society. 

Next, the student should become aware 
of the major social and political problems 
of the world today. This, within itself, is a 
rather large order. It requires well-rounded 
introductory courses in political science, 
sociology and the various other phases of 
human relations. 

An introductory course in science, if 
properly taught, would be very useful to 
the prospective accountant. The method 
of teaching this course should be somewhat 
different from the methods currently used 
in most schools. The idea should be to in- 
troduce the student to the industrial use of 
science so that he will not be entirely ig- 
norant of the accounting problems that 
are encountered in this phase of our in- 
dustry. An introduction to science with 
this approach would be much more valu- 
able than a laboratory course in any one of 
the fields of science. 

Somewhere in the students’ education, 
in his home training as well as in formal 
education, should come a sound moral code 
of ethics. This will not come from any par- 
ticular course that the student takes, but 
will come from the general atmosphere on 
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the college campus and the attitude and 
approach of the various instructors. The 
instructors and college officials should as- 
sume a definite responsibility in this re- 
spect. This doesn’t necessarily refer to 
“professional ethics” as the term is gen- 
erally used, but to a basic knowledge of 
good and evil. This is especially true in 
times of stress, such as we are living in to- 
day, in which the dividing line between 
good and evil has become so blurred and 
hazy—where the newspapers and news re- 
ports are filled with stories concerning men 
in prominent positions, to whom the con- 
sideration is not “is it right or wrong?” 
but rather ‘‘can I get away with it?” 


Several of the fields of study which the 
student is currently required to take in 
most universities have been omitted from 
this proposed program for the accounting 
student. This, however, is necessary if the 
accountant is to be trained to fulfill his 
duty to his client and to society. It is ad- 
mitted that, in view of the limited number 
of courses that can be taken in a four year 
curriculum, the student must choose be- 
tween courses necessary to his professional 
training and other courses which might be 
highly desirable. In such a choice, the de- 
cision must go to the program necessary to 
maintain and improve the standard of the 
accounting profession. 
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REVALUATION AND DEPRECIATION 


OF PLANT ASSETS 


Jack J. KEMPNER 
Associate Professor, Balboa University 


OR A GOOD MANY YEARS NOW, perhaps 
fi might be safe to say several dec- 

ades, most accounting authorities 
have been against the revaluation of plant 
assets. Cost or its equivalent has been the 
time honored basis for the valuation of 
fixed assets on the balance sheet. On the 
other hand, there is no denying that there 
have been and are outstanding men in the 
profession who recognize the need for some 
sort of revaluation under certain condi- 
tions. Yet it is my impression that very 
few will ever give their unequivocal en- 
dorsement to any basis but cost. What is 
the reason for this apparent hedging? I be- 
lieve it is due to the fact that no satis- 
factory substitute has yet been found to 
replace the cost theory. It is the purpose 
of this article to explore some of the fac- 
tors which tie us to the historic basis of 
cost, and which inhibit all but the very 
bold from advocating current values along 
with a concrete plan for carrying their 
theory into effect. I must also add that in 
all references to plant assets, I have de- 
liberately ignored land or its related nat- 
ural resources. Revaluations of these as- 
sets are necessary in order to give a true 
picture of the enterprise. For this reason 
the above assets usually require separate 
treatment from the so called man-made 
possessions. 

It might be best to begin by going back 
to the balance sheet itself in an effort to 
determine just what is contained on this 
statement; particularly on the asset side. 
According to Paton,’ ‘“‘The balance sheet 
is not a statement of realizable values or 


1W. A. Paton, “Aspects of Asset Valuations,” 
ACCOUNTING REVIEW, June 1934, p. 124. 


immediate liquid position. It includes a 
mass of cost commitments for the techni- 
cal factors of production.” It might be 
well to add here, that in our review of the 
balance sheet, we are interested only in the 
going concern, and not in one that is about 
to be liquidated. One may then ask, what 
values do we normally attempt to show on 
this statement? Daniels? points out that 
the “Balance sheet is fundamentally a 
poor instrument for indicating the value of 
an enterprise.” It is an instrument that 
better serves as a comparison between one 
period and another. He further adds that 
one balance sheet alone means very little 
with respect to value. It is mainly by com- 
paring the increases in net worth from one 
period to another that we can determine 
the progress made by a particular enter- 
prise. If one is to think of a balance sheet 
as not intending to show realizable values, 
then there may be no need for concern if 
the fixed assets are recorded at historic 
cost. 

On the other hand, in dealing with cur- 
rent assets, it is essential to show current 
values. Short term creditors look to this 
section in order to determine the equity be- 
hind their open accounts. The working 
capital position of a concern is analyzed by 
matching the current value of its obliga- 
tions against the current value of its liquid 
assets. Cash and receivables automatically 
indicate realizable values, and require only 
a small periodic adjustment for bad debts. 
Inventories are often adjusted conserva- 
tively to show cost or market. Paton! feels 

2M. B. Daniels, ‘Principles of Asset Valuation,” 
ACCOUNTING REVIEW, June 1934, p. 117. 


7W. A. Paton, “Aspects of Asset Valuation,” 
ACCOUNTING REVIEW, June 1934, p. 124. 


func 
atte 
cost 
tims 
inve 
to | 
our 
diffe 
I 
nen 
ab 
ma 
the 
The 
an 
anc 
to 
pla 
the 
inc 
ass 
an 
ela 
res 
bu 
the 
be 
mz 
eq 
co 
qu 
be 
a 
as 
p 
su 
t 
QO 


Revaluation and Depreciation of Plant Assets 507 


that inventories do not represent liquid 
funds such as cash or receivables, and an 
attempt to show them as liquid by using 
cost or market or related devices is not 
necessary. It is not my intention at this 
time to go into the various ramifications of 
inventory valuation. However, I do wish 
to point out the fact that the valuation of 
our cash and receivables is of an entirely 
different nature than that of plant assets. 

Plant and equipment represent perma- 
nent investments. In the normal course of 
a business enterprise, no attempt will be 
made to dispose of this equipment while 
they still have some value to the business. 
The valuation of these assets on the bal- 
ance sheet represents unrecovered costs, 
and it is these costs that are apportioned 
to revenue during the useful life of the 
plant or machinery. We seem to have 
therefore, two sets of values on the asset 
side of the balance sheet. Realizable value 
incorporated in our current assets and 
“cost for use” incorporated in our capital 
assets. 

“Cost for use” when referring to plant 
and equipment perhaps requires further 
elaboration. A plant is purchased, not for 
resale but for use in the operations of the 
business. Since a building or machine is in 
the nature of a durable commodity, it can 
be expected to serve the enterprise for 
many years to come. The entire cost of this 
equipment need not be charged to the in- 
come of the period in which it was ac- 
quired. This type of asset may therefore 
be construed as a prepaid expense. Mason‘ 
adequately describes this by saying that 
“The asset account may well be thought of 
as a deferred charge to operations or pre- 
paid expense, similar to prepaid rent or in- 
surance ... charged to the operations of 
the period in which the service is rendered.” 
Or, “Fixed assets are really in the nature 


Perry Mason, Principles of Public Utility Deprecia- 
tion, American Accounting Association, 1937, p. 13. 


of a deferred charge against the future in- 
come they will help to produce.’”® 

A pencil is seldom thought of as belong- 
ing in the realm of plant equipment. Yet if 
we were to break down our accounting 
period into days instead of years, that is 
exactly what a pencil would be; part of the 
fixed assets. Since it would now be con- 
sidered as a durable item rather than a 
consumable one, one would hesitate to 
write off its cost on the day it was pur- 
chased. It would probably be charged off 
in accordance with the use it was render- 
ing the company. The remaining cost, not 
yet written off, would be treated as a pre- 
paid expense awaiting its proportionate 
charge to future operations. This charge 
or depreciation would probably be based 
on the cost of the pencil and not some arbi- 
trary figure. 

If we consider either the pencil, or some 
large factory site costing several million 
dollars, as a deferred charge, it seems rea- 
sonable to write off this prepaid expense 
on the basis of its cost. Perhaps we have 
the crux of the matter right here. Account- 
ants in general find it inherently unreason- 
able to reduce a deferred charge on any 
other basis but cost. Certainly no one 
would recommend altering the cost of an 
insurance premium as it was being written 
off. Nonetheless, the depreciation charges 
of a plant are similar in nature to the 
write-offs of an insurance premium. Paton® 
believes that the essential thing obtained 
when plant and equipment are erected is 
not the building itself but the services it 
can render. Depreciation is but the at- 
tempt to charge the cost of such services 
to production. If it is borne in mind that 
the charge for depreciation is service for 
use, one might hesitate to base this charge 
on anything but cost. 

5 Sanders, Hatfield and Moore, A Statement of Ac- 
counting Principles, American Institute of Accountants, 
1938, p. 59. 


6W. A. Paton, “Aspects of Asset Valuations: Ac- 
COUNTING REVIEW, June 1934, p. 124. 
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Very often there is a tendency to con- 
fuse depreciation with the financing of re- 
placements. Depreciation is not a replace- 
ment fund. If it were, there would possibly 
be just cause for basing depreciation on the 
anticipated cost of replacing the asset. 
Paton’ calls depreciation “‘The writing off 
of the prepayment of a plant asset.” 
Gilman? indicates that “There is no ac- 
counting relation between the amortiza- 
tion of an existing asset and its ultimate 
replacement.”” He adds that “Consider- 
able confusion exists between correct ac- 
counting procedure on the one hand and 
the financial policy of setting up a replace- 
ment fund.” I believe that much of the 
criticism directed against accountants for 
their policy of adhering to historic costs is 
due in a large measure to this fallacy of 
thinking of periodic depreciation as a 
means of setting up a replacement fund. 

It was mentioned earlier in this article 
that there is a great hesitancy on the part 
of the profession to officially depart from 
the cost basis in accounting for fixed as- 
sets. Tracing back to the early history of 
accounting, we find that according to 
Littleton,’ only original cost was used 
since accountants were in reality book- 
keepers concerned only with recording the 
history of a particular venture. One need 
not go back very far, however, to find 
many examples of accounting doctrine ad- 
vocating a cost basis. 

The Executive Committee of the Ameri- 
can Accounting Association in a “Tenta- 
tive Statement of Accounting Principles 
Affecting Corporate Reports,’ had this 
to say: 

“« .. There seems to be no sound reason for 
repeated adjustment of asset values for the or- 
dinary changes in price levels commonly experi- 
enced from one generation to another. 


7™W. A. Paton, Advanced Accounting, pn. 247-8. 

8S. Gilman, Accounting Concepts of Proyit, p. 493. 

®A. C. Littleton, “Value or Cost,” AccounTING 
REVIEW, Sept. 1935, p. 269. 

10 ACCOUNTING REVIEW 1936, p. 189. 


‘... Occasional uncoordinated appraisals 
produce a hodge podge of unrelated values.” 


Paton" professes that accountants gen- 
erally are against appraisals, due in part to 
the flagrant over-valuations of the assets. 
He believes that actual cost less deprecia- 
tion is generally a better indication of 
value in use to the going concern than 
market value. However, as will be pointed 
out later, he is,of the opinion that at times, 
sound appraisals accompanied by full dis- 
closure need not necessarily violate good 
accounting principles. 


Kester,” a strong advocate of the cost 
basis indicates that: 


‘ 


‘...It is expected that fixed assets are never 
for resale and that they will continue in use to 
the business until used up. Neither sale value nor 
replacement cost value of such assets has there- 
fore, any influence on their value to the business. 
That value is the full cost adjusted periodically 
by an equitable distribution of that cost.” 


Hill’* supports depreciation based on 
cost by pointing out that it: 


‘ 


‘ .... takes the place of some labor cost which 
would have to be incurred in the absence of some 
plant unit.” 


Canning" asserts: 


“| that the appraisal formula may be a 


good working rule in damage suits, but is absurd 
as a sole rule of going concern valuation.” 


Kohler, in the article, ‘‘Restoration of 
Fixed Asset Values’’® claims: 


“|. . that the adoption of the cost principle 
(an essential feature of which is the allocation of 
costs to accounting periods) should eliminate the 
heterogeneous results of accounting practices 
which have permitted periodic revaluation of 
assets, up or down in accordance with current 


11 W. A. Paton, Advanced Accounting, p. 338. 

2R. B. Kester, Accounting Theory and Practice, 
p. 542. 

3H. Hill, Practical Aspects of Depreciation and Obso- 
lescence, American Management Association, 1938, p. 


i. J. B. Canning, The Economics of Accounting, p. 
255. 


% AccountTiING Review 1947, April, p. 200. 
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price levels and temporary business develop- 
ments.” 


Greer in the same article mentions that 
since we went through an “epidemic” of 
write-ups during the 20’s, “Some of us 
hoped that the business community had 
become immune to further attacks of this 
disease.’”’ He adds that when fixed assets 
have been charged against profits systemat- 
ically over a period of years, a basic 
method of valuation has been set up and 
there should be no revaluations on the 
same asset. Blough’ believes that ap- 
praisal write-ups, as a general practice, 
are in disrepute. According to Hoxsey” 
“Revaluation . . . being based upon judge- 
ment at a particular time can only be ac- 
curate, if at all, for that instant of time.” 

Adherence to the cost basis of account- 
ing for plant assets seems to have many 
advocates. The reasons do not appear to 
stem from a bookkeeper’s desire to record 
only historical facts. Experience with re- 
valuations (and there is no lack of prece- 
dent) indicates an array of mis-valuations. 
Unfortunately, no one is able to predict a 
price level or economic cycle for any length 
of time. A write-up in one period usually 
requires a correction in a subsequent one, 
and before very long, the original cost of 
the asset is lost in a maze of appraisals. If 
depreciation is to be a periodic charge 
against revenue for the service of a plant, 
it would appear more equitable to base it 
upon the original prepaid expense. Other- 
wise, after a few revaluations and correc- 
tions thereto, depreciation charges become 
meaningless as an attempt to match a por- 
tion of the deferred charge to the income of 
a period. 

It was stated earlier that one of the im- 
portant functions of the balance sheet was 
to serve as a basis of comparison with 
previous periods. The same can be said to 


% C, G. Blough, Jbid., p. 197. 
17 Accountant’s Handbook, 3d. ed., p. 821. 


be true with respect to the income state- 
ment. If depreciation charges (which are 
an important aspect of profits particularly 
with manufacturing concerns) are com- 
puted on different bases according to the 
latest appraisals, how can we make an in- 
telligent comparison of profits from one 
year to the next? Littleton’® asks, “Does 
writing up fixed assets actually increase 
the cost of using the asset, and does writ- 
ing them down actually decrease the bur- 
den of owning the assets that were bought 
at high price levels?” Yet the history of 
appraisals is often an attempt to reduce 
the burden of equipment bought at in- 
flationary prices. It would seem that if a 
corporation paid $100,000 for a machine, 
writing it down to $75,000 would not ac- 
tually reduce the cost of that machine. 
True, the replacement of a similar piece 
of equipment might only cost $75,000. 
However, the problem here is to equitably 
distribute, over the ensuing periods, the 
prepaid expense of $100,000 and not the 
hypothetical cost of $75,000. One might 
add that the particular machine may never 
be replaced due to the normal progress of 
the industry. 

Despite the array of accountants op- 
posed to revaluation, everyone is aware of 
the past history of asset write-ups and 
write-downs, and of its prevalence in to- 
day’s financial statements. Littleton’? fixes 
trend of opinion against a cost basis be- 
ginning in 1924, due to the following fac- 
tors: Economists predicted a permanently 
higher level of prices; consequently felt 
that plant assets should reflect this higher 
level on the balance sheet. Investment 
bankers believed that assets were to be 
judged by their earning power and not by 
their costs. They were of course interested 
in advancing their client’s common stock 


18 A.C. Littleton, “High Standards of Accounting,” 
Journal of Accounting, Aug. 1938, p. 101. 

19A. Littleton, “Value or Cost,” AccouNTING 
Review, Sept. 1935, pp., 271-272. 
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on the national exchanges, and a greater 
dollar volume of assets would improve 
this situation. Utility commissions used 
replacement costs in setting rates. Ob- 
viously there was a great deal of pressure 
to appreciate the value of a utility’s fixed 
assets. The courts in most states en- 
couraged this trend by permitting direc- 
tors to value the assets of tieir corpora- 
tion as they saw fit. There was no legal 
prohibition against a reasonable appraisal 
of assets as long as there was no deliberate 
fraud. 

The latter half of the 20’s then, wit- 
nessed a great mass of appreciation of 
corporate plant assets. The depression of 
the early 30’s caused a reversal in this 
trend and unsettled original costs still 
further. Much of the agitation for the 
write-downs of the 30’s was due to an at- 
tempt to show better looking income 
sheets. Management was anxious to im- 
prove dividend payments; thereby in- 
creasing stock market prices. Asset write- 
downs enabled management to reduce de- 
preciation charges which in turn resulted 
in higher book profits. This may have been 
an¥excellent* way in which to comfort 
stockholders but can hardly be condoned as 
correct accounting procedure. Paton” in- 
dicates that many of the write-offs of the 
30’s were carried out in a very arbitrary 
fashion. The usual procedure was to reduce 
stated capital, thus creating a surplus. 
Furthermore, the notice of these changes 
was seldom explained fully to the stock- 
holders. I should like to paraphrase Little- 
ton*! who very aptly summarizes the his- 
tory of revaluations during the first half of 
this century. Opinion in 1900 first favored 
valuation for conservatism. During the 
20’s, opinion swung to revaluation to cor- 
rect the conservatism, and during the 
30’s, revaluation to correct this correction. 

20 W. A. Paton, Advanced Accounting, p. 334. 


21 A.C. Littleton, ‘Value or Cost,” AccouNTING RE- 
VIEW, Sept. 1935, p. 272. 


The purpose for the corrections of the 40’s 
can best be left to the reader’s imagination. 
It has already been brought out that 
public opinion has been one force causing 
practicing accountants to condone revalu- 
ations. What other forces are at work to 
cause the profession to accept appraisals 
of plant assets? Or if the profession does 
not accept it officially, why the great mass 
of literature on the subject? Serious con- 
sideration of the problem prefaces an at- 
tempt to bring plant assets in line with 
current values, and at the same time ad- 
here to accepted accounting principles. 

The Special Committee on Cooperation 
with Stock Exchanges of the American In- 
stitute of Accountants in a letter to the 
New York Stock Exchange, dated Sept. 
22, 1932 did not include any prohibition 
against revaluation of fixed assets in their 
list of generally accepted accounting prin- 
ciples. Their approach in this case was ob- 
viously a negative one. 

In 1945, the Committee on Accounting 
Procedure in a letter addressed to the 
American Institute said: 

“Cost is normally the appropriate basis for 
recording fixed assets and depreciating therefrom. 
However, there are situations under which the re- 
corded monetary values of corporate assets are no 


longer significant measurements of the account- 
ability of the corporation for these assets.” 


The second letter seems to indicate a 
recognition on the part of the committee 
that revaluations cannot be entirely ig- 
nored, and that a more positive approach 
must be adopted. This recognition is not 
new on the part of individual men in the 
profession. Back in 1913, Dickenson” said 
‘“* . . it must be recognized that there are 
causes at work which may render a state- 
ment rendered on the basis of cost, mis- 
leading to present owners.’’ Montgomery” 


% Dickenson, Accounting Practice and Procedure, 


“3R.H. Montgomery, Auditing Theory and Practice, 
p. 193. 


writ 
are | 
thet 
prai 
ited 
mol 
pro 
ha\ 
ope 
lon 


pre 


fac 


| ac 

rea 

pu 

1 of 

| no 

fin 

| wi 

m 

| pi 

me 

co 

di 

H 

cu 

af 

n 

| 

t 

j 

0 


Revaluation and Depreciation of Plant Assets 511 


writing in 1922 declared: ‘‘When appraisals 
are made in which appreciation is included, 
there is no objection to setting up ap- 
praised values provided the excess is cred- 
ited to capital surplus.” Grady™ writing 
more recently, believes that the accounting 
profession has a strong leaning toward 
costs but that changes in current values 
have caused many of them to leave the door 
open for revaluation when costs are no 
longer significant. It is somewhat dif- 
ficult to argue with this contention. An 
accountant’s financial statement may be 
read by managers, bankers, stockholders, 
prospective investors and the interested 


public. It would seem that it is the duty | 
of the accountant to clearly present the | 


facts to this varied audience. This may be 
no easy task, but if certain items on the 
fnancial statement are at great variance 
with current values, then some method 
must be found to portray a meaningful 
picture. The use of footnotes and supple- 
mentary data on the balance sheet is of 
course the usual procedure for indicating 
discrepancies on the financial statements. 
However, as will be pointed out later, the 
cumulative use of supplemental data year 
after year can so complicate the informa- 
tion as to make it meaningless. 

When indicating that current values 
may sometimes be more significant than 
costs, a distinction should be made be- 
tween current value and replacement cost. 
These latter values may be used at certain 
times in the history of an enterprise. Dur- 
ing negotiations for the purchase or sale 
of a business, or at the time of contem- 
plated merger, valuation on the basis of 
replacement costs may be essential since 
book value is not acceptable as evidence of 
market value. Also in the case of utility 
commissions about to approve a rate 
change, replacement costs are necessary 
since the law sets this type of valuation for 


*4 P, Grady, ‘Accounting for Fixed Assets and their 
Amortization,’”’ ACCOUNTING REVIEW, Jan. 1950, p. 6. 


the purposes of rate making. At other than 
the above mentioned instances, there is 
seldom a valid reason for using replacement 
costs even though historical costs may be 
completely archaic. Dohr® points out that 
replacement costs are too speculative as to 
prices to be paid and as to whether replace- 
ment will be made in kind. There is al- 
ways the possibility that when the present 
equipment is worn out, an entirely new 
type of machine or plant will be required. 
Paton* advocates some method of con- 
verting recorded dollars into current dol- 
lars but not replacement dollars since we 
have no way of knowing what that will be. 
The use of replacement costs seems to be 
tied in with the erroneous theory of using 
depreciation charges for the purpose of 
creating a replacement fund. Since de- 
preciation is a charge for service in use, 
any necessary revaluation should at least 
be based upon an attempt to express cur- 
rent dollar values rather than estimated re- 
placement values. 

H. R. Sweeny has perhaps gone further 
than any one in an attempt to harness the 
fluctuating dollar to intrinsic values on the 
balance sheet. Up to the present time, no 
serious attempt has been made to incor- 
porate Sweeny’s ideas in the average finan- 
cial statement. It is conceivable that in 
years to come, his ideas, or certain ramifi- 
cations of them will be utilized as a solu- 
tion to the problem. Meanwhile certain cau- 
tious departures from a historical cost basis 
are being recommended. Paton” in a very 
frank statement recognizes the shortcom- 
ings of conventional accounting principles 
that do not take into consideration the 
changing value of the dollar. Although no 
perfect solution is yet at hand, he believes 
that the problem should be seriously con- 
sidered instead of hiding behind conven- 
Dohr, “Depreciation and the Price Level,” 
ACCOUNTING REVIEW, April, a p. 118. 

Paton, /bid., p. 12 


27 W. A. Paton, and the Price Level,’ 
ACCOUNTING REVIEW, April, 1948, p. 119. 
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tions and throwing up your hands. As one 
suggestion, he recommends the use of sup- 
plementary data on the balance sheet as 
a means of showing current dollars in com- 
parison with the historical cost dollars in- 
cluded in the main statement. If the dis- 
parity between the cost figures and current 
values are wide enough, he recommends a 
complete quasi-reorganization. He cautions 
the accountant to assure himself that a 
thorough and fair appraisal be made by 
competent engineers, and that a formal 
capitalization be made of the credit repre- 
senting the increase in plant assets, as 
recommended in the Accounting Research 
Bulletin No. 5 issued by the Committee on 
Accounting Procedure of the American 
Institute of Accountants. 

Dohr** also recognizes the need for con- 
sidering the changing value of the dollar 
and suggests the possibility of using sup- 
plementary data on the balance sheet. He 
admits, however, that this would only be 
useful in the early stages of inflation. After 
inflation has progressed considerably, he is 
afraid that the supplements would con- 
tradict the balance sheet. Dohr also sug- 
gests a quasi-reorganization but admits 
that this could not be accomplished too 
often. In other words, quasi-reorganiza- 
tions or supplementary data in a period of 
ever increasing inflation would not solve 
the problem. The ultimate question as 
Dohr points out, is how much inflation is 
a prerequisite to action. He submits that 
we are rapidly moving into an area which 
demands a modification of generally ac- 
cepted accounting principles to permit de- 
partures from the conventional cost basis. 

Davidson advocates depreciation based 
upon current costs in order to show correct 
profits. He recognizes the difficulty of de- 
termining current costs, however, and sug- 


8 J. L. Dohr, “Depreciation and the Price Level,” 
AccounTING REviEw, April 1948, p. 118. 

#9 S. Davidson, ‘‘Depreciation and Profit Determina- 
tion,” AccounTING REvieEw, Jan. 1950, pp. 56-7. 


gests a pro-forma income statement in 
addition to the regular one in order to in- 
dicate what the profit would be on the 
basis of current values. At the same time, 
Davidson adds that the reader must be 
warned of the difficulty of accurate meas- 
urement. He believes that when a change 
of this sort is made, the entire business 
community should make it in order that 
we would not destroy the comparability 
of profit figures. ‘Considering the tech- 
nical accounting problems involved, the 
difficulties of forecasting a price level that 
is likely to persist, and the legal and in- 
stitutional objections to be overcome, the 
present moment does not appear to be a 
propitious one for such a change.” Here 
again we have a cautious suggestion for a 
departure from historic cost principles, but 
the realization that we have found no ade- 
quate means to measure cost dollars with 
current ones. 

Perhaps that is why the Executive Com- 
mittee of the American Accounting Asso- 
ciation*® as recently as 1948 still maintains 
that: 

“There should be no departure from the cost 
basis to reflect the assets of an enterprise. Price 
changes in recent years do not justify a departure 
from cost... . The most commonly useful finan- 
cial statements report the’ origin and disposition 
of the assets of an enterprise in terms of costs 


established and recorded at the time the assets 
are acquired.” 


Instead of rushing to revalue plant as- 
sets with every change in the price level, 
it might not be amiss to glance for a 
moment at the balance sheet of a hypo- 
thetical concern that has adhered to the 
cost basis. Let us suppose that this com- 
pany had begun operations at the turn of 
the century. The plant and equipment 
erected in those years were undoubtedly 
paid for in expensive dollars. Follow this 


30 “Accounting Concepts and Standards Underlying 
Corporate Financial Statemenis.’”? AccouNTING RE- 
VIEW, Oct. 1948, p. 340. 
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corporation through World War I and we 
would find new plant assets acquired with 
cheaper dollars. During the early 20’s any 
machinery purchased required relatively 
fewer dollars, and in the late 20’s a reversal 
of the trend. Continuing through the 30’s 
the low prevailing price levels would per- 
mit this enterprise to gather additional 
plant and equipment at cheaper prices. It 
is obvious that the 40’s again reversed the 
cycle. 

Here we have a concern that has lived 
and progressed through the first fifty years 
of the twentieth century. During this pe- 
riod it has continuously purchased or 
erected new plant assets, some that were 
additions and others that were replace- 
ments. Without departing from the cost 
basis, is it not reasonable to assume that 
the fixed asset section of this company’s 
balance sheet would reflect an average dol- 
lar somewhat commensurate with current 
prices? It would perhaps not be possible to 
put this average dollar to a statistical test, 
yet it might be found to be as accurate as 
the dollar that had been arbitrarily re- 
valued several times during the past fifty 
years, and furthermore the financial state- 
ment would display the history of the costs 
established at the time the assets were ac- 
quired. 

The reader may point that we have 
never returned to the price levels prevailing 
at the turn of the century, therefore the 
dollars of the earlier period would lower 
our average. To this I might add that it is 
unlikely that many plant assets purchased 


in 1905, for example, would still be on the 
books. It is possible that some of this 
equipment is in use, but its value written 
off long since. The typical business enter- 
prise is always acquiring new equipment; 
some of it at high prices, some of it inex- 
pensively. No individual piece of equip- 
ment will show current values unless it 
was just purchased. However, considering 
the fixed asset section in total, if left alone 
its value may be much more accurate than 
after constant appraisal and re-appraisals. 
Solving the problem of the rubber dollar 
is beyond the scope of accountants. Our 
present society delegates that task to the 
government. While that dollar does not 
fluctuate too far in either direction, I 
would prefer to see original costs on a 
balance sheet. Despite the low value of 
today’s dollar, we have not progressed far 
enough down the road of inflation to make 
financial statements meaningless. The 
average cost of plant assets purchased over 
a period of years will still be more signifi- 
cant than their arbitrary revaluations 
every so often. No one can predict the 
status of our troublesome medium of ex- 
change over the next decade. Barring an 
international conflict or further tamperings 
on the part of the government, it might 
begin to stretch again. If it does, it would 
require corrections for the write-ups now 
in progress. There is time to consider dras- 
tic revaluations when and if the dollar 
plunges into hopeless expansion. To date 
this has not occurred, and it would seem 
preferable to stop juggling plant assets. 
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A PLEA FOR A BALANCED TRAINING 
PROGRAM FOR ACCOUNTING 
STUDENTS 


J. Rowan Taylor 
Harry M. Jay and Associates 


HE TEACHING AND TRAINING of 
students who are planning to enter 
the public accounting profession has 
been the target for many articles and has 
been the subject fur much discussion by 
both accountants and educators. The 
American Accounting Association and the 
American Institute of Accountants have 
contributed greatly to the exchange of 
ideas on this topic through their conven- 
tions and in their publications. So great is 
the interest, in this still unsettled question, 
that large sums of money have been spent 
in developing aptitude and achievement 
tests for colleges and universities and for 
the promotion of research in the interest 
of improving the training of prospective 
public accountants. 

In connection with the articles, papers 
and discussions, on the training program 
for public accounting majors, there is di- 
vided opinion regarding the emphasis to be 
placed on different courses of study. In 
some of the discussion certain ideas have 
been reiterated to the point of subjugation 
of new thinking on this topic. Examples of 
this trend are: (1) the criterion of a school’s 
training program is the number of success- 
ful C.P.A. candidates among their gradu- 
ates, (2) educators should put more and 
more stress on teaching the philosophy of 
accounting as opposed to the skills of ac- 
counting, and (3) any emphasis on ac- 
counting practice automatically makes a 
trade school of the accounting department. 
The above tendencies are here neither 
condemned nor condoned in their entirety. 
Rather an appeal is entered for a balanced 


program in accounting training—a pro- 
gram in which there is balance between 
general education and technical training 
and a balance between theory and practical 
accounting. 

The C.P.A. examination is probably 
foremost in the minds of many accounting 
students, but to direct the accounting cur- 
riculum in this one direction without ade- 
quate consideration for other aspects of his 
training is to promote the biggest trade 
school of all. A certificate in itself may 
help obtain a job, but it neither brings in 
new clients nor holds old ones. It is a useful 
yardstick, not the end goal of a program 
for a college education. Harry Zug, mem- 
ber of the Committee on Education of the 
Pennsylvania Institute of C.P.A.’s, re- 
cently gave these four objectives of ac- 
countancy education. First in importance 
is education in general knowledge; sec- 
ondly, education for the accountant should 
produce in him a sense of social respon- 
sibility; third, a knowledge of accounting 
theory and principles of auditing; and as a 
final objective, education must aim to 
train the student in fluency of thought. I 
submit that the C.P.A. examination 
should have its place when planning the 
accounting curriculum, but use it as a 
touchstone and not as a guiding star. 

Equilibrium between accounting theory 
and accounting practice should also be 
a major consideration in planning the pro- 
gram for the trainee. It is here that is 
found the conflict between those who 
would teach only the science of accounting 
and those who would make the accounting 
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teacher a drill master of figures. For fear 
of being among the latter there seems to be 
a rush to be among the former. 

A practitioner friend recently told this 
story of a promising young accounting 
graduate of a leading university. This 
sraduate was given a small set of books and 
asked to draw off a trial balance. After a 
short time the practitioner returned to find 
the graduate hard at work on the journals 
and with the ledger untouched. This of 
course is an isolated and unusual case, I 
hope, but I wonder if it could have hap- 
pened if proper balance had been obtained 
in the accounting program of that univer- 
sity. 

The demands of the various public ac- 
counting firms as to the requirements of 
their new employees varies widely. It is 
probably true that the large national type 
of firm will look for Junior Accountants 
who will perform audit work under the 
direct supervision of qualified seniors for 
many months before taking on authority 
and responsibility. On the other hand the 
local firms who handle many smaller and 
medium sized clients and who have fewer 
staff men are perhaps looking for Juniors 
who from the start can be relied upon to 
some extent to deal directly with the 
clients. If the chairman of an accounting 
department can combine the practical as- 
pects of accounting with the teaching of 
theory then he can satisfy the demands of 
both of these types of firms. 

Some of the practical aspects which 
many accounting graduates seem to lack 
are: speed in completing work assign- 
ments, ignorance in simple tax matters, 
failure to look at business problems realis- 
tically, and inability to discuss clearly and 
accurately on technical subjects. A bal- 
anced training program can give the stu- 
dent the proper background to overcome 
these deficiencies. 

The right combination of instruction 
should impart not only sufficient theory 


but sufficient practice so that the student 
develops self confidence and speed in his 
work. Speed not only plays an important 
part in taking the C.P.A. examination but 
also in completing an audit job. In working 
classroom problems and laboratory as- 
signments the element of time should re- 
ceive fair consideration. If in solving a 
client’s problem there is more expense for 
the accountant’s time than there is a sav- 
ing realized because of his work, then the 
client hasn’t gained anything. 

Realism should be incorporated in all 
accounting courses. Too many outdated 
classroom type of problems and questions 
are in use. Professional accountants are 
daily faced with problems which must be 
solved quickly and economically to the ad- 
vantage of the client. These day to day 
problems should be used as much as pos- 
sible in the classroom. In order to do this 
the instructors will have to maintain a 
close relationship with practice and prac- 
titioners. It is not easy to obtain access to 
accountant’s workpapers and audit pro- 
grams. The wise selection of public ac- 
countants as part time instructors should 
be a partial answer to this question. The 
employment of professors with practical 
experience in their specific field should 
certainly help to bring realism into the 
classroom. The internship programs now in 
use by many universities also help in giving 
the student practical work. Another 
slightly different version of combining 
school work with practical experience is the 
cooperative plan where two students al- 
ternate in going to school and in holding a 
job. 

Field trips to industrial plants and to 
representative types of businesses help to 
make the training program more realistic. 
In order to gain the most out of field trips 
they must be carefully planned and co- 
ordinated with the course work. An in- 
structor who is familiar with the progress 
of the students should conduct each tour 
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only after having become well informed on 
all phases of the business under survey. 
The students should be well briefed before- 
hand and there should be a critique and a 
written test after the trip. 

In connection with the lack of tax 
knowledge noticeable in many graduates, 
better coordination of the accounting 
courses with the tax courses should make 
students more tax conscious. Differences 
in the accounting treatment and the tax 
treatment of various problems should be 
pointed out. There should be laboratory 
work assignments to supplement the class- 
room work. In the courses in income taxes 
some time should be spent on the local 
state income taxes. If possible students 
should have the opportunity of working 
problems involving Federal, State and 
franchise taxes. 

It is a waste of time for anyone to argue 
that logical expression and good grammar 
aren’t major prerequisites for students of 
public accounting. The ability to speak and 
write clearly are desirable characteristics 
for all public accountants. The developing 
of these traits should most certainly be a 
major consideration in the planning of the 
training program. Northwestern Univer- 
sity, among several, has added a special- 
ized course in accountant’s writing. This is 
an excellent solution except that not all 
schools can squeeze another course into an 
already over-crowded schedule. Account- 
ing teachers can give their students prac- 
tice in logical expression by using problems 
and questions which require discussion 
type answers. The true and false questions 
are easy to grade, but they don’t give the 
student experience in English composition. 
If in practice a person is called upon to 
write reports and explain technical prob- 
lems then his classroom training should be 
along these lines. 


Salesmanship plays a larger role in the 
practice of a successful public accountant 
than many people realize. The ability to 
get along well with people and to sell your- 
self and your services is very important, 
especially for local practitioners. The text- 
books in auditing give the student little 
preparation along these lines, and so it is 
left to the auditing instructor to empha- 
size the significance of good public rela- 
tions. Accounting clubs and organizations 
help undergraduates become more socially 
minded and more mature along these lines. 
Some universities hold clinics with such 
themes as, “How to Apply for a Job,” 
just to fill this deficiency in a student’s 
training. These outside activities are all a 
part of the well balanced accounting pro- 
gram. 

The achieving of this so-called balance 
in the accounting program is not an easy 
task but it is an interesting one. A carefully 
planned curriculum is only the beginning. 
The teachers must be carefully selected 
and must work as a team. Each must be 
sympathetic to the overall program. All 
phases of the students’ program should 
constantly be reviewed to keep each ele- 
ment in correct focus. The accounting 
courses should not crowd out important 
liberal arts and general business courses. 
Accounting theory should not over-shadow 
accounting practice. 

Many educators are now advocating 
graduate training and five year courses for 
public accounting majors. Perhaps this is 
the answer to the problem of turning out 
finished accounting students. Perhaps we 
are expecting too much of our four year 
college graduates. Is it possible to improve 
the quality of these accounting majors? 
Can better results be obtained than we are 
getting now? This then is the challenge 
that faces accounting teachers today. 
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ACCOUNTING IN THE LIBERAL 
ARTS COLLEGE* 


Mary E. MurpPry 
Assistant Professor, Los Angeles State College 


AS THE LIBERAL ARTS COLLEGE dis- 
H charged its rightful obligations in 
the field of accounting education? 
The question, once posed, defies easy an- 
swer because of the widely differing loca- 
tions, sizes and aims of liberal arts units, 
such as the large metropolitan colleges, 
State-supported schools, privately-en- 
dowed colleges, two-year schools, teacher 
training units, and schools with a technical 
emphasis. 

The approach to courses for all fields of 
accounting—public, private, cost, tax and 
Governmental—represents something of a 
paradox today. Viewed by some as too 
practical for admission to the cultural- 
centered liberal arts curriculum, by others 
as a field of graduate study, these courses 
on many campuses have been sustained 
largely by the intellectual prowess of 
faculties and the ever-increasing demand 
of students for practical training in areas of 
employment arising from the war and post- 
war economies. Even the most cursory 
glance at recent college catalogues reveals 
that accounting courses appear under a 
variety of departments, most frequently 
under business administration or social 
science, but sometimes correlated with in- 
struction in mathematics, statistics or 
secretarial studies, and less frequently as 
part of the pre-engineering or pre-law 
curriculum. This state of affairs is sympto- 
matic of the fact that accounting education 
has mushroomed so rapidly in our time 
that its place in the curriculum has not 
been adequately defined. However, it is 


*This paper was read at the First Annual Con- 
ference on Accounting Education, New York University, 
October 20, 1951. 


not conducive to the conception of a uni- 
form educational pattern for American ac- 
countancy and to an understanding by 
each instructor of his specific role in that 
pattern. 

Generally speaking, little attempt ap- 
pears to have been made either by the ad- 
ministrators or professors of liberal arts 
colleges to outline curricula which may be 
considered as meeting contemporary re- 
quirements in the fields of independent 
auditing, managerial or cost accounting, 
Government service or tax practice. This 
may be because these individuals have 
lacked the benefit of recognized standards, 
evolved over the years by professional 
groups, for accounting education on the 
collegiate level. An evaluation of account- 
ing curricula and procedures on the high- 
ways and byways of higher education is 
clearly called for at this time, preferably 
to be undertaken jointly by the American 
Accounting Association and the American 
Institute of Accountants, and with the as- 
sistance of outstanding educators in the 
allied fields of economics, finance and law. 
From such a survey should come the pro- 
posal, if noi the prescription, of a well- 
balanced course of study in accountancy as 
well as some observations on the qualifica- 
tions of teachers and the proper classroom 
methods to be pursued. Undoubtedly, an 
herculean effort would have to be exerted 
to coordinate accounting education as it 
exists in all of its ramifications, but the 
value of the task would be evident in the 
quality of the college product available for 
employment, upon graduation, by private 
industry or public accountancy. 

From time to time in the past, the Amer- 
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ican Accounting Association and the 
American Institute of Accountants have 
considered the subject of college education. 
In 1949, for instance, the former advocated 
a four-year course consisting of 60 semester 
hours of liberal arts courses, 30 hours. of 
business subjects, and 30 hours of account- 
ing studies, but this could hardly be fitted 
into the average liberal arts curriculum, 
already heavily loaded with required 
courses of a cultural nature. On the other 
hand, the Institute’s program of 90 hours 
of liberal arts and science, and 30 hours of 
business subjects and basic accounting 
studies, with advanced theory, cost ac- 
counting, income tax and auditing placed 
in the graduate school, offers little solution 
to the dilemma of coordinating cultural 
and semi-professional courses in the under- 
graduate liberal arts curriculum. At the 
London School of Economics, where ac- 
counting courses have been offered since 
1919, the increasing importance of the 
practitioner in public affairs is stressed in a 
curriculum which correlates technical 
training with courses in economics, politi- 
cal science and English law. 

Why are there so few outstanding teach- 
ers of accounting? Largely because too 
many instructors, with only one or two ac- 
counting courses to their credit as under- 
graduates, were pressed into service during 
the war emergency to man vastly expanded 
classes. Feeling that their duties were of 
short duration, many of these teachers 
have not seen the need, in spite of con- 
tinuing in the field, of retraining themselves 
for teaching accountancy or of acquainting 
themselves with the specialized literature, 
time-honored traditions and ethical stand- 
ards cherished by the profession. In some 
small liberal arts colleges one or more ac- 
counting courses have frequently been as- 
signed to economists, anthropologists, 
secretarial teachers and other faculty mem- 
bers who desired to fill out a teaching pro- 


gram in a department faced with declining 
student enrollment. This may seem a far- 
flung illustration to faculties of a large 
college with a strong accounting depart- 
ment, but the condition noted exists on 
many campuses and little is done to 
remedy it. 

It is suggested that the small college, 
if it cannot invite a trained accounting 
teacher to join its staff, should consider 
employing a local Certified Public Ac- 
countant, preferably one holding a Mas- 
ter’s degree from a School of Business Ad- 
ministration. When this proposal has been 
adopted, it has been found in most cases 
that the CPA compared favorably, from 
the angle of educational background and 
professional achievement, with the pro- 
fessors of other departments, and was 
more successful in presenting accounting 
principles to students than had been 
faculty members transferred from other de- 
partments. 

There is great concern at the present 
time relative to the insufficient attention 
devoted to auditing in most college cur- 
ricula. A detailed study of the place of this 
course in the undergraduate or graduate 
curriculum merits study as does the closer 
correlation with auditing content with ad- 
vanced work in theory, cost, tax and other 
courses. 

The charge that college graduates can- 
not write or speak good English, that they 
cannot add simple columns of figures, and 
that they lack the mature judgment and 
resourcefulness demanded by the practical 
world, if true, is a serious indictment of 
much of our teaching. It should be ana- 
lyzed by English teachers, mathematics 
teachers and accounting teachers, all of 
whom should firmly resolve that justified 
criticism might well be met by the in- 
troduction of courses in communication in 
the senior year, the emphasis of mathe- 
matical processes in courses using financial 
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data, and the stress of a professional at- 
titude toward employment in every meet- 
ing of every accounting class. 

One of the problems confronting the 
liberal arts educator today is how closely 
to correlate his offerings with the ever- 
enlarging responsibilities assumed by grad- 
uates in both private and public account- 
ing. When auditing left the level of what 
has been termed the “holler and tick” 
method and became endowed with the at- 
tributes of a profession—a trend later du- 
plicated by financial, managerial and cost 
accounting—it was evident that technical 
education and professional examinations 
had to be revised. Of these two, only the 
first-named, technical education, has been 
neglected and, in the light of current needs 
of the profession, of business enterprise and 
of the student body, no time should be lost 
in correcting this deficiency. 

I submit that the aim of the liberal arts 
college should be to provide students with 
a broad introduction to accounting as a 
tool of efficient management and with suf- 
ficient attention to the growth, demands 
and opportunities in accountancy so that 
students understand the public and private 
fields of employment, and base their de- 
cisions to enter either area, or to reject 
them both for another occupation, upon 
this understanding. The liberal arts college 
should not encourage any tendency toward 
a specialist qualification in its students. 
Rather it should be motivated by the 
premise that, in whatever sphere its 
graduates may find themselves, their best 
foundation is the all-round experience ac- 
quired in a general education, balanced by 
basic courses in accounting, and later 
sharpened by contact with professional 
and business affairs. 

Possessing the unique opportunity of 
being well-prepared to give students the 
broadest possible view of the accounting 
field, the liberal arts college usually can 


devote far more time to the cultivation of 
faculty-student relations than can the 
over-crowded university. In other words, 
the college can seek social as well as educa- 
tional objectives, devoting proper atten- 
tion to such unwritten topics as profes- 
sional decorum and the cultivation of the 
independence of opinion and the breadth 
of interests forever associated with the 
truly educated college graduate. Some wise 
man has said that junior accountants are 
the diplomats of public accounting firms in 
clients’ offices. This statement has im- 
portant implications for teachers and for 
practitioners who should view the whole 
student, rather than a specialized area of 
his equipment. 

In far too few instances do college facul- 
ties utilize community resources, by visit- 
ing companies, factories, banks and offices, 
and inviting local businessmen to bring 
practical problems before the class. English 
universities offering accountancy are aided 
by advisory committees of local practi- 
tioners; this liaison is viewed as a valuable 
link with the profession as to the nature 
and scope of teaching and the placement 
of graduates. Most college teachers would 
profit from employment during the sum- 
mer months, as this experience would pro- 
vide them with a wide range of illustrative 
materials for classroom analysis and dis- 
cussion, and meet the oft-heard comment 
that college teachers are impractical ideal- 
ists and know little of business affairs. The 
“ivory tower” attitude has no place in 
modern accounting instruction, and every 
facet of business and accounting practice 
should be explored for the purpose of en- 
riching both the teacher’s and the stu- 
dent’s viewpoint. 

Too much emphasis is placed upon the 
textbook in most college classes at the 
present time. Accounting teachers are 
sinners in this respect, although few of 
them, fortunately, fear to stray from the 
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printed problem because they do not wish 
to become hopelessly involved in a class- 
room discussion beyond their range of com- 
petence. Only an experienced instructor 
can guide an active class through the 
labyrinth of discussion, some valuable, 
some irrelevant, stimulated by references 
outside the textbook assignment to the 
practical business world. Few instructors 
read a sufficient number of accounting and 
financial periodicals, and still fewer pur- 
sue programs of research and writing es- 
sential to revitalizing the teaching process. 
Accountancy is not blessed with many 
scholars, an explanation being that the 
field is so relatively new that the avenues 
of research are only dimly envisaged. 

Affiliation with the American Institute 
of Accountants, American Accounting As- 
sociation, American Management Asso- 
ciation, Controllers Institute of America 
or National Association of Cost Account- 
ants, depending on the teaching interest, 
will enlarge the college instructor’s fund 
of current information and, through at- 
tendance at annual meetings, bring him in 
touch with stimulating personalities in his 
own and contiguous fields. A wealth of 
material exists for classroom purposes in 
the journals of these societies, in the Bul- 
letins of the Institute, in SEC releases, 
public utility commission rulings and in 
legal decisions, all of which can be used for 
case studies and to enrich otherwise text- 
book-centered syllabi. 

The judicious combination of problems 
and theory, difficult even at an advanced 
level, possesses seemingly insurmountable 
obstacles in elementary work. The survey 
course, which the liberal arts college seems 
particularly fitted to offer, is the proper 
area in which to test new modes of instruc- 
tion. Out of such experimentation should 
come a volume correlating basic theories of 
accounting with modern developments in 
industry and the profession, and presenting 
the elements of independence in public 
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accountancy. Much more experimental 
teaching in accounting should be attained 
in the future than has been realized in the 
past. Perhaps this generation of educators 
needs a Henry Rand Hatfield to measure 
its deficiencies and to goad it to improve- 
ment. The removal of accounting courses 
from the realm of routine, to which they 
are often dedicated, to the area of inter- 
esting subject matter would silence much 
of the criticism launched against them by 
students and even by other teachers. How- 
ever, the endowment of accounting courses 
with a modern pedagogical touch and a 
justified claim to exciting education re- 
mains largely unrealized. 

Another topic barely attempted by the 
liberal arts teacher is the professional and 
business orientation of students. Too much 
dependence has always been placed by the 
college upon employers—public account- 
ants, bankers, manufacturers or retailers— 
to indoctrinate their new employees. There 
is a complacent thought in the minds of 
too many accounting instructors, especially 
those who have come directly from the 
graduate school to the teaching profession, 
with no interval of practical experience, 
that what cannot be taught in the class- 
room can be learned ‘on the job.” A 
serious analysis of the situation, however, 
indicates that the teachers themselves 
should have put forth added effort to pre- 
pare their students for the years of em- 
pleyment ahead. A major role in account- 
ing education was assumed by public ac- 
countancy, from the early days of the 
British profession, when the spirit, tradi- 
tions and reputation of the large partner- 
ships were conveyed to staff members by 
firm training programs. In this manner the 
firms became imbued with a definite char- 
acter, recognized from Rio de Janeiro to 
Rome and from Cairo to Calcutta. No one 
has expressed the transmission of profes- 
sional tenets and ideals more adequately 
than Sir Albert Wyon at the International 
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Accounting Congress, Amsterdam, 1926. 
Fortunate is the American accounting 
partnership with affiliations or offices in 
Great Britain as staff members under such 
conditions can be transferred for a time 
abroad, with Britons brought to this 
country. The interchange of viewpoints, 
fostered in this manner, tends to enhance 
esprit de corps within the firm as well as 
discussion of techniques within the pro- 
fession. 

In this country, Haskins & Sells or- 
ganized a research and training unit in 
1918 under John R. Wildman, previously 
Professor of Accounting at New York 
University, while Price, Waterhouse & 
Company adopted staff training as an aim 
three years later when Professor J. Hugh 
Jackson, then of Harvard and now of 
Stanford, introduced a program which led 
to a pioneer volume on working papers. 
These are but two illustrations of the trend 
toward staff training in the organization 
itself. The proposal is made that some of 
the material available in staff programs of 
accounting firms be made available to the 
American Accounting Association and that 
these firms consider the qualifications of 
college teachers as lecturers. Frequently 
these teachers have more leisure to organ- 
ize material and more experience in di- 
recting classroom discussion than public 
accountants whose teaching duties must 
be sandwiched in between the review of 
reports and the satisfaction of client’s de- 
mands. Several firms in one area might 
cooperate in inviting a professor to lecture 
to joint staff meetings, possibly in the late 
afternoon or evening and using campus 
facilities. The education of accountants 
should not cease with college or with 
successful passage of the CPA examina- 
tion; it is a continuing process, with re- 
fresher courses for seniors, managers and 
partners, within the partnership or on a 
campus, such as scheduled at Michigan 
and Cambridge Universities, considered 
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a keynote of a progressive staff and firm. 

Another area of inquiry is that of the ap- 
proach to accounting education followed 
by the British profession since the eighties. 
This could be accomplished through a 
Fulbright or Guggenheim Grant to an 
American professor, or by the exchange of 
accounting teachers between American 
and British universities. By the method 
suggested a cross-fertilization of educa- 
tional philosophies and methods would be 
attained between the two leading countries 
in professional accounting education. A 
thorough review of the English students’ 
societies is also indicated. To these groups 
professional leaders, whose names are 
household words, bring their wisdom and 
experience before the rising generation. 
The British profession recently revamped 
its educational system to meet current 
needs, and under recommendations con- 
tained in the Carr-Saunders Report it has 
been urged to go even more deeply in this 
process. The time is now at hand for 
American accountants, preferably through 
the combined efforts of the American Ac- 
counting Association and the American 
Institute of Accountants, to assess the 
present demands in public and private prac- 
tice and to ascertain whether these de- 
mands are being met efficiently and with 
attention to long-range educational aims. 
Such a survey would eliminate much of the 
dissatisfaction and uncertainty which exists 
concerning the present and future status 
of accounting instruction. 

Professor Gilbert Murray of Oxford Uni- 
versity has described the last fifty years of 
this century as “perhaps the most cata- 
strophic period known to modern civiliza- 
tion.” As other education, accounting edu- 
cation has been caught in this maelstrom. 
Teachers of all phases of accountancy in 
liberal arts colleges, and indeed in other in- 
stitutions of higher learning, have made a 
valiant, if at times a somewhat ineffectual, 
effort to train students to cope with our 
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rapidly shifting economic climate, and to 
relate the complex technical knowledge of 
this age to human progress. Throughout 
introductory and advanced courses they 
have sought to emphasize the important 
part the private accountant plays in the 
managerial process, through the main- 
tenance of financial records and the in- 
troduction of budgets and standard costs, 
and the equally vital task of the public ac- 
countant in auditing and certifying these 
results and in suggesting improvements in 
procedures. The efforts of accounting 


teachers deserve the complete support of 
the profession and of business, with this 
support based on the premise that the de. 
velopment of both public and private ac. 
countancy, to a large measure, depends on 
the presentation of techniques and ideals 
in college classrooms in an inspiring man- 
ner by sympathetic teachers. 

The challenge is inherent in this paper. 
Whether accounting teachers can meet it 
by molding the traditions of education and 
relating them to the achievements of 
tomorrow, only they can answer. 
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GRADING OF THE AMERICAN IN- 
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EXAMINATION PAPERS* 


RosBert D. Haun 
Professor, University of Kentucky 


LEO HERBERT 
Professor, Louisiana Polytechnic Institute 


and four territories which use the 

examinations prepared by the Amer- 
ican Institute of Accountants the Institute 
will grade the candidate’s papers and 
recommend grades to be granted thereon 
by the local boards involved. Papers from 
some fifty-five hundred candidates were 
graded by the Educational Director’s of- 
fice in connection with a recent examina- 
tion. The very weight and volume of this 
number of papers is imposing. The signifi- 
cance of the resultant grades to the can- 
didates and to the profession of public ac- 
counting makes the grading process most 
important. The methods used to secure 
uniform and reliable results in this work 
will be of interest to those concerned with 
methods of testing and passing upon the 
qualifications of candidates for the CPA 
certificate. 


A A SERVICE to the forty-eight states 


PRELIMINARY PLANNING 
Preparation of the Examination 


Planning for the grading of the examina- 
tion prepared by the American Institute 
of Accountants is directly connected with 
the preparation of the examination prob- 
lems and questions themselves. Tentative 
questions and problems are carefully pre- 
pared and given a “test-run’”’ with a se- 
lected “guinea pig” group of individuals as 


* Professors Haun and Herbert observed the grading 
of the CPA examination last May and June as members 
of the Committee on CPA Examinations of the Ameri- 
can Accounting Association. 


examinees. These persons are usually se- 
lected from recently successful candidates. 
The purpose of the test-run is to detect any 
possible flaws such as ambiguity, inade- 
quate or excessive time allotments, and 
similar matters. Following this test-run 
the tentative questions and problems are 
revised in the light of the reactions of this 
group and with the aim of improving the 
“gradeability” of the responses of the 
candidates. 


Selection of Grading Personnel 


While the staff of the Educational Di- 
rector of the Institute includes key per- 
sonnel needed for the preparation of the 
examination and supervision of the grad- 
ing process it is, of course, inadequate in 
size for the tremendous task of grading 
the papers submitted semi-annually for 
thousands of candidates. To meet the 
need for additional personnel, the present 
plan involves assembling carefully se- 
lected personnel drawn from the ranks of 
CPAs engaged in public practice, or teach- 
ing, for full time work in quarters pro- 
vided by the Institute for the necessary 
four to six weeks of grading each six 
months. Where possible, those who have 
proved satisfactory in their work during 
one grading period are secured to assist in 
subsequent periods. For reviewing and re- 
grading a limited number of the more ex- 
perienced and dependable graders are 
selected. At least one supervisor is pro- 
vided for the graders assigned to each sub- 
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ject. In the grading of one recent exami- 
nation the graders were drawn from Cali- 
fornia, Connecticut, Kansas, Kentucky, 
Louisiana, Maine, New Jersey, New 
York, Pennsylvania, Tennessee, and Vir- 
ginia with the greater number, of course, 
from New York. Approximately thirty 
per cent of those grading each subject were 
connected in some way with the teaching 
profession. 


Physical Arrangements 


As mentioned above, the grading is 
done at the office of the American Insti- 
tute of Accountants in New York City. 
Approximately fifty square feet of working 
space is available for each grader. Sub- 
stantial tables, covered with light green 
blotter paper securely taped down, are 
used. These are excellently lighted by 
overhead fluorescent lighting. Ventilation 
is good and interference from outside 
traffic is at a minimum. Thus, almost ideal 
conditions are provided for those doing 
the grading work. 

As the examination papers are received 
in the office of the Educational Director 
of the Institute from the various State 
Boards they are first divided into groups of 
thirty or less for easy handling. Each 
“Group” is given a number, e.g. “Kansas, 
Theory, Group III,” and a card is at- 
tached to the group indicating this num- 
ber. Of course none of the papers have the 
candidates names on them, but each sheet 
contains the identifying number of the 
candidate, the location where the exami- 
nation was taken, the subject, and the 
date. The candidate may have numbered 
the pages consecutively throughout, or con- 
secutively for each question or problem 
with a new series of numbers for each 
question or problem. Thus the graders do 
not know the identity of the candidates 
but all papers of a given candidate are 
readily associated with one another and 
with the Group to which it belongs. 


Grade Sheets 


In advance of actual grading a set of ap- 
proved solutions and answers is developed 
in the Educational Director’s office and 
grade points are assigned to the different 
factors involved in the problems or ques- 
tions. From this is derived a preliminary 
cover grade sheet for each subject except 
Practice. For Practice a separate grade 
sheet is prepared for each problem. A 
copy of this grade sheet is attached to each 
candidate’s paper in each subject on which 
he wrote. For each problem or question 
the grade sheet lists each factor assigned 
a grade value. At the right of the sheet is 
space for the total credit earned on each 
question or problem. The selection of fac- 
tors and assignment of grade points is 
done on a tentative basis after the test-run 
and therefore gives consideration to what 
the test-run has shown may be expected of 
a normal group of candidates. 

Grade sheets are set up on a positive 
basis for Law, Auditing, and Theory, but 
on a demerit or negative basis in the case 
of Practice. Each grade sheet covers all 
possible points in the problem or question. 
Because of the possibility of different ap- 
proaches, grade sheets for each question 
or problem normally have on them more 
points than the original points assigned 
the question or problem in the examina- 
tion. This is done to take care of the vari- 
ous individuals who approached the prob- 
lem or question from a different point of 
view and who have good answers but not 
the best. However, no candidate is given 
more total points than were originally 
assigned the question or problem in the ex- 
amination. In the Practice portion of the 
examination the grade sheets provide a 
place where points can be added for form, 
ability of reasoning, etc. This is done to 
take care of the candidate who missed 
points, but who showed good reasoning, 
analytical or organizing ability which is 
exceptional, etc. 


In 
no m 

pape 

mark 

sheet 
ease 1 

final 

start 
once 

appr 

deve 

crite 
follo 
grad 
secti 
It 

par 
mus 
Any 
tics 

sio 
ver 

nal 

tua 

te 

ha 
sig 

da 

vi 
kn 
tel 
fie 

co 
sis 
m 

a 

t 


Grading Examination Papers 


In the actual grading of the examination 
no mark is made upon the examination 
papers themselves. All grades and all 
marks for grading are put on the grade 
sheet. This grade sheet is prepared for 
ease in grading and the development of its 
final form takes several days from the 
start of the grading process. However, 
once a grade sheet has been given final 
approval it usually remains constant. The 
development of its final form involves the 
criteria used in grading and the processes 
followed in the first stages of the actual 
grading which are both discussed in later 
sections of this paper. 


GRADING CRITERIA 


It is well known that to pass any one 
part of the CPA examination a candiate 
must have a score of seventy-five points. 
Anyone experienced in the field of statis- 
tics or testing knows that the mere expres- 
sion “seventy-five points” does not mean 
very much unless it is related to the origi- 
nal purpose of the examination. The ac- 
tual grading process is not designed to de- 
termine exactly how many points out of 
some fixed and immutable “perfect” score 
have been earned by the candidate. It is de- 
signed, instead, to screen out of the candi- 
dates taking the examination those indi- 
viduals who have evidenced a sufficient 
knowledge of accounting and related mat- 
ters to qualify them to practice as certi- 
fied public accountants. Therefore, since 
most states require seventy-five points as 
a passing grade this seventy-five points be- 
come simply the number of points as- 
signed to the norm or standard of perfor- 
mance which it is considered necessary for 
a person to attain before he is recom- 
mended to the local board for the certifi- 
cate. Thus the seventy-five points be- 
come a more important factor than is the 
“perfect”? score of one hundred. In the ac- 
tual grading one hundred points is very 
seldom considered and all correlations, re- 
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view, and weighting of grades is centered 
on the seventy-five points value. Empha- 
sis of the Educational Director’s office in 
the establishing of grading criteria is di- 
rected at reaching the norm or standard of 
performance for which seventy-five points 
will be granted. 

From what has been said it can readily 
be seen that the degree of mastery of a 
particular set of examination questions or 
problems which must be required of the 
candidates will vary from examination to 
examination depending upon the ease or 
difficulty of the individual examination. 
This does not mean that those taking a 
given examination would be graded on one 
standard and those taking other exami- 
nations on a different standard, but that 
examinations given at different times and 
including different questions (as they ob- 
viously must) may be graded on different 
grading scales so that the standard of per- 
formance on the different examinations 
will be constant. This naturally requires 
the application of a certain amount of 
judgment and the use of the utmost care in 
developing the grade sheets indicating 
factors to be considered in grading and the 
point values to be assigned to each such 
factor. 

THE GRADING PROCESS 


Prior to the start of work by the graders 
as a complete group the supervisor and/or 
a grader to be assigned to review and re- 
grading run through a limited number of 
papers in a subject and indicate on the 
tentative grade sheets the grades they 
would give the candidates on each question 
or problem. These grades are based on the 
approved solutions and the points as- 
signed to various factors as indicated on 
the preliminary grade sheets. They must 
also, of course, be based in part on the 
grader’s own judgment based on the rela- 
tively limited number of papers involved 
in this preliminary grading. This is done 
to provide the graders with a tentative 
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check on their early grading and usually 
involves only one or two “Groups” of pa- 
‘pers. 

As the graders assigned to a given sub- 
ject are assembled each is assigned a given 
question or problem on which he is to 
work. One or more graders will be as- 
signed to a single question or problem, 
but no one grader will normally deal with 
more than one question or problem. As a 
result each grader quickly becomes thor- 
oughly familiar with all phases of the grad- 
ing of that item he is to work with and the 
grading of the papers of different candidates 
on that item is more readily maintained 
on a uniform basis. 

Upon assignment, the graders (each of 
whom will have previously familiarized 
himself with the examination) make an in- 
tensive review of the specific subject mat- 
ter involved in the question or problem to 
which they are assigned. This is done in 
the Institute Library and by study of the 
approved solutions and grade sheets, as 
well as by consultation with the supervisor 
of that subject. Following this review each 
grader selects a “Group” of the papers 
graded by the supervisor or review grader 
in the preliminary grading process men- 
tioned above and, without noting the 
grades assigned by the previous grader, 
reads the papers and arrives at the grades 
which he would give to the answers to the 
question or problem assigned to him. It 
might be mentioned here that the graders 
are cautioned in all their grading to arrive 
at their own conclusions without prior 
reference to any other grades assigned to 
any part of the particular candidate’s pa- 
per. 

As the graders proceed with their read- 
ing of the above mentioned pre-graded pa- 
pers and with additional ones making up a 
total of about one hundred they keep in 
constant touch with the supervisor for 
that subject for criticism of their decisions 
and to point out to the supervisor the 
type and nature of candidate responses 


which may indicate possible need for vari- 
ations in the original conclusions as to 
factors on which to base grades and the 
points to be assigned to each factor. As a 
result of this procedure, after a limited but 
substantial number of papers have been 
dealt with, the Educational Director may 
modify the grade sheet. This final revised 
form of the grade sheet is then reproduced 
and a copy is attached to each candidate’s 
paper for that subject (removing any 
earlier tentative grade sheets which may 
have been attached). By this time the 
graders will have become fully acquainted 
with the types of answers they may expect 
and the values agreed upon for various 
points covered in the answers and solu- 
tions. 

When the above stage has been reached 
an additional fifty or one hundred papers 
are graded by each grader and these 
grades are reviewed by the supervisor and 
the Educational Director to determine 
whether or not the graders have now 
reached the point where their grades are 
uniformly in line with the now established 
grading criteria and produce comparable 
scores for different candidates with equally 
meritorious papers. When the Educational 
Director is satisfied this point has been 
reached the final draft of the grade sheet is 
attached to all the papers previously 
graded and these papers are then graded 
anew. The graders then proceed with the 
grading of the remaining papers in the ex- 
amination. This assures that all papers, in- 
cluding those first graded, receive equal 
consideration. 

As indicated above, each grader is as- 
signed to a particular question or problem. 
In mass grading work assignment must of 
necessity be varied slightly to permit com- 
pletion of the grading of all questions on 
papers in selected groups at approximately 
the same time. To accomplish this the 
more versatile graders working on ques- 
tions on which grading has forged ahead 
are reassigned to other questions or prob- 
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lems on which grading is lagging behind. 
In each such case the grader changing 
over goes over the grading processes for 
the new question very carefully with the 
grader who has been on that question, 
and with the supervisor, before actually 
undertaking the grading of any papers. 
Then as he grades the first fifty or one 
hundred papers he makes frequent com- 
parisons with the other grader on that 
question or problem and with the super- 
visor or reviewer in order to make certain 
that his grades will be in line with grad- 
ing criteria and comparable with those 
of the other grader. By this means it is 
possible to arrange for completion of all 
papers for a given state or group of states 
before getting too far involved with a new 
set of papers. Obviously some sort of pro- 
cedure such as this is necessary in handling 
such a great mass of papers as is dealt with 
by the Institute at each examination pe- 
riod. 


Review and Regrading 


When all questions or problems on all 
papers in a given Group have been graded 
that Group is routed for review. As indi- 
cated earlier, this review is done by the 
supervisor of the graders for a given sub- 
ject and by a limited number of graders 
assigned to review. This is a highly impor- 
tant part of the grading process and cannot 
be begun until several days after the grad- 
ing has started since it is necessary first to 
develop the final form of the grade sheet 
and have the graders fully prepared for 
final grading work. 

Preliminary to review of the papers, and 
to aid in the selection of those papers re- 
quiring greatest attention, the total grade 
of each candidate for all parts of the indi- 
vidual subject is computed and recorded 
on the grade sheet accompanying his pa- 
per. The reviewer’s first step is to’ verify 
the mathematical accuracy of this addi- 
tion. In so doing he will note any grades 
for the candidate on individual questions 
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or problems which seem high or low in 
comparison with the apparent over-all cali- 
ber of the candidate’s responses as indi- 
cated by his total grade for the subject 
and his general level of grades on the indi- 
vidual questions or problems. If the re- 
viewer finds no such out-of-line grades for 
a particular candidate, and if the total 
grade for this subject is clearly too low for 
the candidate to have any chance of pass- 
ing or is too high for him to have any 
chance of failing, the grading of the origi- 
nal graders receives little further attention. 
Papers with out-of-line grades, and papers 
with total grades approaching the border- 
line are given more careful scrutiny by the 
reviewer. 

With respect to out-of-line grades for 
individual questions or problems the re- 
viewer makes a new and independent de- 
termination of the grade to be given for 
that question. For this purpose he has, 
of course, fully familiarized himself with 
the guide sheet of factors and grade points 
for grading each item and has sat in on the 
consultations where these factors and 
points were established. However, the re- 
viewer now gives considerable attention to 
the over-all caliber of the answer to the 
question or the solution to the problem. 
This has the effect of overcoming the dan- 
ger of the grading process becoming 
stereotyped with resultant failure to 
recognize merit where a peculiar attack is 
employed by the candidate or with result- 
ant overgrading by the graders where the 
candidate has stated conclusions in line 
with approved solutions but by his reason- 
ing indicates clearly he fails to understand 
the principle involved. 

All papers approaching the passing point 
on either the lower or the upper side are 
thoroughly reviewed by the reviewers to 
ascertain any possible adjustment which 
should be made in the grades on individual 
questions or problems which may result in 
the raising or lowering of the total grade 
for the candidate. Here again the reviewer 
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takes an over-all view of the candidate’s re- 
sponses to a greater extent than could 
have been done by the original graders 
who of course dealt with each separate 
question or problem on an independent 
basis and may have failed to recognize 
meritorious answers for the reasons indi- 
cated in connection with review of out-of- 
line grades. 

Upon completion of the review of an in- 
dividual paper the reviewer’s grades are 
totalled, or added with those for questions 
or problems not reviewed where only out- 
of-line grades are reviewed, and the new 
totals are recorded on the grade sheet. 
This becomes the tentative grade for the 
candidate, as are the grades for those 
candidates whose original grades were not 
reviewed in detail because clearly passing 
or failing on the basis of the original grad- 
ing. 

The grades mentioned above are re- 
ferred to as tentative for the reason that 
after all subjects taken by an individual 
candidate have been graded his grades in 
all subjects are brought together and an 
estimate is made of the possibility of un- 
reliability of the grade given him in any 
particular subject because of its variation 
from his apparent over-all caliber as indi- 
cated in all those parts of the examination 
which he took. Where a candidate’s grade 
on a given subject thus appears out-of- 
line his paper on that subject is sent back 
to the reviewers for that subject for re- 
grading. His paper now receives a most 
careful reconsideration in all respects. New 
grades for each question or problem and 
a new total grade for the subject, is de- 
termined and becomes the grade to be 
recommended to the local board for that 
candidate in that subject. The reviewer of 
course knows the paper is being regraced 
because of its being out-of-line with the 
over-all record of the candidate. 


CONCLUSIONS 
It is the opinion of the writers that the 


procedures followed by the American In- 
stitute of Accountants in grading the pa- 
pers of candidates for the certificate of 
Certified Public Accountant reach a highly 
reliable result in separating the qualified 
and unqualified candidates. Officials of the 
Institute recognize they have a great re- 
sponsibility to the profession in their 
preparation and grading of the examina- 
tion. There is an obvious desire on the part 
of the Educational Director and the Board 
of Examiners to make certain that the ex- 
amination does what it is supposed to do 
and that the grading is as fair as it is hu- 
manly possible to make it. One cannot help 
but be impressed, in observing the grading, 
with the amount of correlation studies 
made to determine the relationship of each 
day’s grading to the standard, the relation- 
ship of an individual’s grades to all other 
grades on the same question or problem, 
the relationship of an individual’s grades 
to all other grades in a part of the exami- 
nation, and the constancy of grading by 
each grader. 

The inherent difficulty in grading an- 
swers to subjective type questions is well 
recognized in the establishment of grad- 
ing norms or standards of required per- 
formance and in the working out of grade 
sheets for the different parts of the exami- 
nation. In spite of the shortcomings of the 
subjective type of question the writers are 
convinced from their observation of the 
grading done vy the Institute that satis- 
factory resulis can be obtained through its 
use. At the same time they are equally 
convinced that some use of objective type 
questions will permit coverage of a wider 
range of subject matter without disturb- 
ing the over-all reliability of the grades. 
Uistribution charts showing grades of in- 
lividvals on each type of question as com- 
pared with his over-all grade, and other 
-orielations studied in the Educational 
Director’s office indicated no apparent su- 
periority in reliability of one or the other 
type of question in measuring the candi- 
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date’s mastery of accounting. 

Since there are so many conditions that 
vary the taking of an examination, and 
the grading of that examination, the 
standard of performance of seventy-five is 
a varying and not a fixed one. This stand- 
ard remains fairly constant from examina- 
tion to examination since it has upper and 
lower limits of quality of performance 
which must be recognized and observed in 
order to keep the caliber of those who re- 
ceive the CPA certificate at a uniform 
high level without at the same time ex- 
cluding any candidate who is adequately 
qualified. The Education Director and the 
Board of Examiners of the American In- 
stitute of Accountants seem to have done 
an extremely good job of establishing re- 
quired standards of performance. 

Grading by the American Institute of 
Accountants is carried on in a highly con- 
scientious manner. It is done by carefully 
selected graders working under physical 
conditions which are almost perfect. Re- 
quired standards of performance are 
worked out for all parts of the examination 
with the utmost care and painstaking 
effort is made to assure that grades as- 
signed to individual candidates are reli- 
ably related to those standards. Efficient 
supervision of the grading process is pro- 
vided in the Educational Director’s office 
by means of day-by-day watch over the 
graies and the graders which is effected 
through reports and statistical techniques 
employed. The grades recommended to 
the local boards can be accepted without 
question. 


OBSERVATIONS FOR CANDIDATE 
AND TEACHERS 


Many candidates who appear to have a 
considerable knowledge of accounting 
hibit in their examination papers an ir>"’ 
ity to read and interpret questions < 
understand and follow directions. Whe:< 
the answers of most candidates indicate 


questions are well stated many candidates 
still fail to properly read and interpret the 
question or to do what is requested. 
Another common failure which is closely 
related to this is the failure of many candi- 
dates to express themselves clearly in good 
English. Under the method of grading fol- 
lowed by the Institute a candidate who 
does read the question and proceed to do 
what he is told will gain considerable 
credit for a clearly expressed response even 
in case of failure to see all the essential 
principles involved. 

The papers of many candidates evi- 
dence a lack of organized thinking. Often 
the candidate’s thoughts appear to ramble, 
and so do their words, with resultant 
waste of valuable time and energy. Such 
candidates could well spend more time or- 
ganizing their thinking before proceeding 
to state their answers. 

From discussions with other teachers, 
and as a result of reading the prepared 
answers to examinations appearing in the 
ACCOUNTING REVIEW and the Journal of 
Accountancy, we had come to the conclu- 
sion that short, concise answers were al- 
ways best. Under the grading system used 
by the Institute in Auditing, Theory and 
Law, where the grading is on a positive 
basis, it is impossible for the candidate to 
receive all the points his knowledge might 
justify if his answer is too brief. Relevant 
points, assigned some credit in the grad- 
ing, may easily be omitted in short an- 
swers. On the other hand, the paper in 
which the candidate simply attempts to 
overwhelm the grader with words gets no 
additional credit unless such relevant 
points are covered. Here again, the sug- 
gestion is in order that the candidate or- 
ganize his thinking with the aim of noting 
ind relating all relevant points before 

ting to write his answer. Otherwise 

answer may well be too brief to obtain 
r °xlmum credit in accordance with the 
candidate’s knowledge. 
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THE GERMAN FEDERAL AUDIT COURT 


A. M. HILLHOUSE 
Professor, Cornell University 


K. Bopo Lanc* 
Private tax adviser, Frankfurt/am/ Main, Germany 


HE West GERMAN PARLIAMENT in 

1950 re-established a central German 
Audit Court (Rechnungshof), tra- 
ditionally one of the most respected and 
useful institutions in the entire German 
governmental structure. This body and its 
work are not without interest to American 
accountants and students of government 
who, witnessing an astronomical growth in 
Federal expenditures and taxes, are today 
concerned with methods which might im- 
prove accountability to Congress of our 
Federal departments and agencies for 
their million- and billion-dollar programs. 
In fact, the main purpose of this article is 
to describe and appraise the work of the 
Rechnungshof in order to discover wheth- 
er any features of this old established 
continental institution might possibly be 
adapted to the work of the U. S. General 
Accounting Office. The word “‘adapted”’ is 
used advisedly because of the difference in 
traditions and in governmental structure. 
Independence of the court. For effective 
work the post-auditing agency in any gov- 
ernment must be an independent body. 
Its officials must be free in their audits and 
investigations to criticize the government 
departments and agencies without fear of 
reprisal. The body must also not be sub- 
servient in position to the finance minis- 
ter, the cabinet, or any part of the execu- 
tive branch. This independence of the 


* The authors are indebted for constructive criticisms 
to Col. John S. G. Wilson-Heathcote, former British 
Observer in Land Rhine/Pfalz, who played an impor- 
tant role in the organization and operation of the British 
Zonal] Rechnungshof 1946-1948, and to Direktor Franz 
Haaser of the Federal Court. 


German central audit court is today pro- 
tected by a number of safeguards: 

1) the Reich Budget Ordinance! and the 
Law of November 27, 1950? specifically 
provide that the court is a “highest federa! 
authority,’ independent of the govern 
ment and subject only to the law. It is not 
subordinate to the cabinet (chancellor 
and ministers) nor the president of the 
Federal Republic. 

2) Article 114 of the new federal consti- 
tution (Basic Law) provides that the mem- 
bers of the Rechnungshof “‘shall enjoy ju- 
dicial independence.” Appointments are 
for life, which life tenure is protected in 
the same manner as for judges. Because 
of the members’ status this administrative 
body (which is not a true court in the 
Anglo-American sense) has quasi-judicial 
status and the dignity of a court. 

3) appointments are by the president of 
the Federal Republic (and not the Federal 
chancellor who is a member of the govern- 
ment). 

4) the salary of a member continues for 
life should his position be abolished upon 
some reorganization of the Rechnungshof 
even though no post is found for him in 
some other part of the permanent civil 
service.® 

5) the final account of the cour. is sepa- 
rate from that of the government and is 
~ 1 Reichshaushaltsordnung (cited as RHO). The 
RHO was issued for the purpose of implementing the 
provisions of Article 86 of the Weimar Constitution. 
The RHO is still in effect, including amendments made 
between 1933 and 1945 in so far as they are not con- 
tradictory to principles of democracy. 

? Law concerning the Establishment and the Func- 


tions of the Federal Audit Court, November 27, 1950. 
3 Basic Law, Art. 97. 
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submitted direct to parliament.‘ 

Thus within its sphere the court’s in- 
dependence is limited only by law. The 
only effective control which the govern- 
ment (cabinet) might have over the Rech- 
nungshof is over its budget. The president 
of the Rechnungshof submits his estimates 
to the finance minister (as does the parlia- 
ment). Lhe finance minister in the first in- 
stance may reduce these estimates but 
subsequent review is with the cabinet. It is 
equired that the finance minister must ex- 
piessly inform the cabinet of any changes 
in the Rechnungsho. s estimates. Should 
any attempt to obstruct the work of the 
Rechnungshof ever be made by the cabinet 
or the finance minister, the parliament 
would be in a position to restore the esti- 
mates. 

Organization and persovnel. The Federal 
Audit Court consists of its ‘members’ :— 
the President, Vice-President,> Direktors 
(at present four), and those Ministerial- 
raete who have been so appointed (at 
present 24). The Direktors are the ad- 
ministrative heads of the main depart- 
ments and carry the rank of Ministerial- 
dirigent. The Ministerialraete direct the 
various audit branches specializing in par- 
ticular fields, and are responsible for the 
accomplishment of audit tasks and for 
supervision of the audit staff. The quali- 
fications for all these life appointees are 
the same. Only persons who are over 35 
years of age are eligible. Members of the 
court must as a rule have qualified for the 
office of judge (at least one third of the 
members must have so qualified), or for 
the higher administrative or higher tech- 
nical service of the Federal government or 
of a state (Land). The appointments are 
made by the president of the Federal 
Republic, the appointments, however, be- 
ing countersigned by the finance minister. 


“RHO Sec. 108 (3). 
5 President Joseph Mayer heads the court with Dr. 
Erwin Meyer as Vice-President. 


The nominations for Direktors and Minis- 
terialraete are made by the president of 
the Rechnungshoi. He may also appoint 
from the Direktors a deputy president. 

These members with life tenure are all 
active participants in the court’s work. 
They may not at the same time be mem- 
bers of the Federal parliament, nor of the 
Federal government or of any state 
agency.® In addition the RKechnungshof 
has a staff of auditing officials (now about 
150) who are appointed by the president 
of the Rechnungshof. There is also a 
“presidency,” which includes both an ad- 
ministrative, secretariat staff’ and a sec- 
tion for the preparation of decisions re- 
served to the president under the Reich 
Budget Ordinance ind other official busi- 
ness assigned to it by the president or vice- 
president. Direktors and Ministerialraete 
may be assigned to perform certain duties 
in the presidency along wich their other 
work but they may not be taken away 
from their regular technical responsibili- 
ties. 

For work the Audit Court is organized 
into: 

1) Four main audit departments (Prue- 
fungsabteilungen). Within the depart- 
ments most of the Rechnungshof decisions 
are joint decisions of two officials (the 
Direktor and a Ministerialrat) who consti- 
tute for a problem a “section.” 

2) Senats (chambers or panels) of five 
members each. Their work follows the 
same division of labor as the departments :® 


Senat I (and Department I): general 
matters pertaining to the budget and 
cash accounts; federal property; federal 
aid to Berlin; civil servants’ salary and 
pension matters; legislation on working 


6 Article 12, Law of 1950 supra. 

7It is responsible for all internal administration, 
personnel and internal accounting, and maintains a 
central typing pool, the archives, and a library. 

8 In general auditing specialists work from ministry 
to ministry within their special area of responsibility. 
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conditions (Arbeitsrecht); social wel- 
fare, and pensions for war disabled. 

Senat II (and Department II): ad- 
ministration of interior problems 
(mostly in the Ministries of Interior 
and Justice) and of foreign affairs; refu- 
gee matters; taxes and customs. 

Senat III (and Department III): 
general matters of economics and com- 
munications, such as: the federal rail- 
ways: federal post and telecommunica- 
tions; other Federal government par- 
ticipations in business enterprises. 

Senat IV (and Department IV): de- 
fense costs (formerly occupation costs); 
food and agriculture; administration of 
legislation of the burdens of war losses. 


The president acts as Senat chairman. 
The other members are: the departmental 
Direktor, the specialist Ministerialrat and 
two other Ministerialraete appointed by 
the president. The sections refer matters 
to a chamber for action if the competent 
Ministerialrat or Direktor proposes such 
a disposition of the matter at issue, or if 
the president decides that a matter should 
be referred to a Senat. 

3) the Gross Senat (or high chamber), 
which consists of the president, vice- 
president, the four Direktors or their sub- 
stitutes, and three Ministerialraete ap- 
pointed by the president for a calendar 
year, or their substitutes. These will be 
joined in each case by the Ministerialrat 
specialist and the Ministerialrat charged 
with the drawing up of a joint report. The 
Gross Senat takes decisions on any matter 
which concerns the competency of more 
than one Senat, or on matters required 
by members or referred to it by the presi- 
dent.? The president may also want to 
hear the Gross Senat before taking his 
own decision on matters reserved to him. 

* The Gross Senat may from time to time modify the 
internal organization of the court and its working pro- 


cedures. The latest code of procedure is as of September 
10, 1951. 
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Decisions in the Senats and in the Gross 
Senat are by majority vote; the chairman 
has the deciding vote in case of a tie. 

The Nazi regime, in accordance with 
the “leadership principle,’ strengthened 
the power of the president over the other 
court members. In the new court the pen- 
dulum has swung partially back. Formerly 
the president under RHO Sec. 126f issued 
the code of procedure. This power now 
rests in the Gross Senat; important be- 
cause the code fixes the rights and powers 
of the president except in those instances 
prescribed by the RHO or the Law of 
1950. The president has the final word on 
all efficiency and organization surveys 
since the Gutachtenabteilung”® is part of 
the presidency. He may not, however, 
alter the content of court decisions. If he 
amends the form, the Direktors and 
Ministerialraete have to be informed. He 
may not influence audit decisions nor by 
orders restrict the accomplishment of 
audit tasks. 

History. A central audit court in Ger- 
many dates from the creation of the 
German Empire in 1871 when the Rech- 
nungshof des deutschen Reichs was es- 
tablished to audit the new central govern- 
ment’s accounts. It was patterned after 
the central audit court in Austria and the 
leading German state audit courts some 
of which had had a long history, the 
Prussian Oberrechnungskammer, for ex- 
ample, dating from 1714. The president 
of the new court was also made the head 
of the Prussian chamber which in fact, but 
not in name, was merged in the Reich or- 
ganization. 

Under the Weimar Constitution the 
powers of the Rechnungshof were 
strengthened, and with the enactment of 
the Reich Budget Ordinance," its com- 
position, powers and duties were codified. 


10 See section following on “Efficiency and organiza- 
tion studies.’ 
"™ December 31, 1922. 
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The ordinance in section IV placed the re- 
sponsibility for over-all supervision of budg- 
et administration in the Rechnungshof; 
section V prescribed the organization and 
personnel. 

The Third Reich abolished the Laender 
(state) audit courts and made the RHO 
applicable to their accounting and auditing 
systems which were integrated with those 
of the central government. The Rech- 
nungshof did not escape Nazi party inter- 
ference ;? the major change in the court was 
the granting of over-riding powers to the 
president of the court which materially re- 
duced the powers of the other members. 
With the abolition of the Reichstag, the 
reports of the Rechnungshof on the final 
appropriation account went to the cabinet 
for final action. The Reichsrat (upper 
house of parliament) received an informa- 
tion copy, and technically the cabinet did 
not grant a discharge until the comments 
had been debated in the Reichsrat. 

The capitulation in May 1945 brought 
with it confusion. The Allies recognized, 
with but very few exceptions, none of the 
old Reich government agencies. The head 
office of the Rechnungshof had been in 
Potsdam (in the Soviet Zone) and its 
records were not available to any successor 
organizations in any of the western zones." 
The French encouraged the three Laender 
in their zone to establish audit courts and 
created a central advisory finance commit- 
tee made up of the presidents of the three 
courts. But this body advised the French 
military government authorities more on 
tax and budget problems than on audits 
and investigations. The Americans took no 
active steps to reconstitute the Laender 
courts; the Laender, however, took the 


2 When a vacancy arose by death, the president’s 
ag was filled with a purely political appointee. 
rom that time on strong pressure was brought on the 
personnel to join the party, and promotion was condi- 
tioned by party activity. 
3 There is still a central audit court in the Soviet 
East Zone of Germany but no Laender audit courts. 
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proper measures. The British, by way of 
contrast, adopted a more centralized form 
of government in the UK Zone and took 
constructive steps to create a British Zonal 
Rechnungshof at Hamburg. Operation 
actually began in August 1945 although 
Military Government Ordinance No. 62 
was not officially promulgated until De- 
cember 1946. The main office was built 
around the Hamburg regional office of the 
former Reich Rechnungshof. The ordi- 
nance provided that the court would have in 
the UK Zone the functions and powers of 
the former Rechnungshof and of the Prus- 
sian court, would audit not only the zonal 
budget accounts but through branch offices 
the accounts of the new Laender, and 
would be subject to direct supervision by 
military government. This court, allowed 
a high degree of autonomy by the British 
authorities and with the best of the former 
Rechnungshof personnel, was highly suc- 
cessful. 

With the merger for certain “economic” 
(and governmental) purposes of the UK 
and US Zones into the Combined Eco- 
nomic Area (Bizone), the various British 
zonal organizations were dissolved. The 
Zonal Rechnungshof was officially dis- 
banded on November 30, 1948 by the re- 
peal of Ordinance 62 but a small liquida- 
tion section was retained until February 
28, 1949 to wind up and prepare the final 
appropriation audit report on the zonal 
budget.'® By this date the four Laender of 
the UK Zone had established their courts 
so that auditing work could be continued. 
These courts were organized from the 
former branch offices of the zonal court, 
and the city auditing office of Hamburg.” 


M4 Likewise no help was given to one of the Laender 
audit courts in its struggle to become a body independ- 
ent of the land finance minister. 

46 The Laender of the British Zone continued until 
April 1, 1950 under another name a small special task 
court to work on overlapping problems. 

16 Dating from as early as the autumn of 1946 ef- 
forts were under way to strengthen the Zonal Rech- 
nungshof branch offices and to negotiate for the pas- 
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The Bizonal Rechnungshof, which au- 
dited the accounts of the new Bizonal 
Economic Administration and the occupa- 
tion cost/mandatory expenditure accounts 
of the two zones, was created by Bizonal 
Economic Council Ordinance of November 
3, 1948, but was not established until early 
in 1949." This court was built around the 
personnel of the former Zonal Rechnungs- 
hof and was its successor in fact though 
not in law. Its work was so satisfactory 
that upon establishment of the new Fed- 
eral government in September 1949 the 
Bizonal Rechnungshof was retained on a 
contractual basis to audit the new Federal 
departments and agencies and continue its 
work in the two zones. The new Federal 
Rechnungshof (Bundesrechnungshof) was 
established by Law of November 27, 1950, 
but by Article 14 its existence was pre- 
dated to April 1, 1950. The seat of the new 
court is in Frankfurt/am/Main,!8 as was 
true for the Bizonal Court. 

Main functions. The new Federal Rech- 
nungshof has responsibilites both to the 
government (the administration) and to 
the parliament. The first objective is to 
assist in improving administrative con- 
trol. This is done by the court submitting 
information on its findings and objections 
to the audited departments and institu- 
tions for correction and for confirmation of 
action taken when required, and by send- 
ing to the cabinet a summary of its find- 
ings for appropriate action. The second 
objective is to safeguard that the State is 
administered as prescribed by law and to 


sage of Laender legislation so that these branches might 
eventually be converted into Laender audit courts. In 
two Laender—Hanestadt Hamburg and Schleswig- 
Holstein—the small size of the Laender permitted the 
merging of the Pruefungskammer (an agency responsible 
to the minister of interior for the audit of grants-in-aid 
to municipal authorities) with the proposed Laender 
courts. 

17 Some delay was caused by difficulties over office 
and housing accommodations and in the screening of 
staff. 

18 Feuerbachstrasse No. 50. 


report to the parliament thereon, especially 
whether the government has followed the 
budget law, and whether phases of finance 
or organization require parliamentary ac- 
tion. 

Some of the work of the court can be re- 
garded as preventive. Its recommenda- 
tions, for example, may be that the person- 
nel and tasks of offices could be reduced 
or abolished; that interest on surplus 
monies is not being earned; or that the 
government is making loans at interest 
rates below what the market requires. This 
preventive work is facilitated by the pos- 
sibility of raising objections at the proper 
time through attendance of court members 
or representatives in the ministry of finance 
when budgets are under review, and at 
parliamentary hearings. 

The work of the Rechnungshof is 
strengthened by the fact that its two major 
objectives are accomplished through ad- 
ministrative and efficiency audits as well 
as pure accounting post audits although as 
a general rule the audits are financial 
audits. 

To be more specific as to the court’s 
activities, the following are its main re- 
sponsibilities: 

1) to perform currently during the year 
post audits of budgetary operations, and 
after the closing of the books to complete 
these audits.'® 

2) to carry out studies of any adminis- 
trative defects observed during the course 
of post audits and of methods for more ef- 
ficient and economical administration, and 
to make proposals to the government and 
to parliament. 

3) to report on any important objections 
which may arise from supervision of the 
audit of enterprises in which the Federal 


. government has a financial interest. 


19 Tf in a given case certain budgetary authorizations 
are not to be audited by the Rechnungshof as regards the 
purpose for which they are to be used, special provision 
to that effect must be made in the budget. 
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4) during the occupation period to pre- 
pare a special audit report for the Allied 
High Commission on expenditures for oc- 
cupation costs and other mandatory out- 
lays. 

5) to submit annually to the finance 
minister and through him to parliament an 
audit of the final appropriation account of 
the government together with comments 
and recommendations. The finance minis- 
ter is given an opportunity to take definite 
action to remove objections to the final 
account and to reply to the comments, but 
he must transmit to parliament the report 
of the court president and the remarks of 
the audit court without any changes. 

6) to take the necessary steps to recover 
monies whenever shortages appear in any 
financial accounts. 

7) to render advice and counsel on 
budgetary, accounting, and financial re- 
porting problems upon the request of par- 
liament, the finance minister, or any operat- 
ing department or agency. A member of 
the Rechnungshof attends the parliamen- 
tary committee budget hearings in the 
course of which opinions may be asked for. 
The court’s advice may be sought as to 
whether certain proposed expenditure esti- 
mates are economical or not, or whether 
changes in organization or methods are 
advisable. Opinions are usually given in 
writing. 

8) to advise on budgetary and account- 
ing instructions prior to their issuance,” 
and in certain cases to give prior consent,” 
thereby acting as a focal point for the 
establishment and maintenance of more 


20 The RHO Sec. 100 (2) provides that the Rech- 
nungshof must be consulted as to its opinion prior to the 
issuance of regulations for the execution of the budget, 
and of genera! official instructions issued by the federal 
ministers in connection therewith. Among these are in- 
cluded in every instance general official instructions 
concerning the bookkeeping and management of cash 
offices and storerooms. 

*1 For example, instructions for the keeping of cash 
books where these books together with the vouchers are 
submitted in lieu of final accounts. 


uniform and more effective procedures: in 
the Federal government, and enabling 
all executive departments, corporations or 
agencies to make use in their financial ad- 
ministration of the experience and knowl- 
edge of the court. 

9) to undertake, at the request of either 
house of parliament, special investigations 
of alleged waste, inefficiency or fraud. 

Worthy of note is that the Rechnungshof 
is not charged with routine, administrative 
pre-auditing of accounts, but concentrates 
on postauditing. Similarly it does not de- 
sign and install accounting systems but 
rather advises on proposed administrative 
action in this field. 

In order to carry out its objective of 
more efficient and economic administra- 
tion, as well as compliance with the law, 
the Rechnungshof has wide powers to in- 
stitute special audits and investigations, 
to require the submission of documents 
files, and reports, and to review all finan- 
cial ordinances, decrees and regulations. 

Efficiency and organization studies. One 
of the major functions of the Audit Court 
(as listed above) is to carry out studies 
looking toward simplification and rational- 
ization of the Administration.” The Wei- 
mar Republic in 1923 established separate 
from the Rechnungshof a Reichssparkom- 
missar (a Reich Savings Commissioner) 
whose duties were to make efficiency 
studies in the central government and to 
report its findings to parliament. A special 
power was added in 1924 relating to per- 
sonnel reductions. This office was abolished 
by the Nazis and its original functions 
transferred to the presidency of the audit 
court. 

The new Federal government has re- 
established this special department of the 


2 This is in contrast to the work of the Comptroller 
and Auditor General in the United Kingdom which is 
confined to pure audit. The British Treasury has the 
responsibility to examine and report upon the estab- 
lishments of government offices and upon economies in 
administration. 
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presidency, the Gutachtenabteilung, whose 
head is one of the four Direktors. In addi- 
tion to preparing the decisions reserved to 
the president this department undertakes 
special organizational and efficiency stud- 
ies. The staff is equipped to do this type 
of work. In fact the recruitment of auditors 
from officials with long experience in the 
ministries means that the Rechnungshof 
always has experienced government spe- 
cialists at its command. Reports and recom- 
mendations may be required by specific 
request of the government or parliament, 
or may be made on the court’s initiative. 
A similar request may come from a Land 
(state) government. The report in each 
case is addressed to the agency requesting 
advice. 

The following are the main studies per- 
formed to date by the new Gutachten- 
abteilung: the administration of the two 
houses of parliament; the patent office; the 
office of passport control; certain newly 
established offices and ministries; the 
organization and administration of Land 
Schleswig-Holstein ; and the same for Land 
Lower Saxony. 

In contrast to the Senat decision 
emanating from the main departments, the 
final decisions of the Gutachtenabteilung 
rest with the president. He can determine 
alone the form and precise recommenda- 
tions of the efficiency and organization 
studies. 

Agencies audited. The jurisdiction of the 
Federal Audit Court is wide. It embraces 
all Federal agencies and operating adminis- 
trations, all Federal public corporations, 
and any institution, agency or foundation 
(private or public) receiving Federal grants 
or subsidies or handling Federal funds.” 
As to the latter the Law of 1950 specifically 
provides that the court shall have juris- 


% The government may also require the Rechnung- 
shof to audit the accounts of any agencies, Federal or 
otherwise, which have been authorized by the Federal 
government to organize and conduct public collections. 


diction where authorities other than those 
of the Federal administration: 

“‘1) execute parts of the Federal budget, 
or 

2) have received Federal funds for the 
accomplishment of specific projects, or 

3) administer Federal property or Fed- 
eral funds.* 

As to Federal enterprises which have the 
form of legal entities-at-public-law, the 
audit is governed by the laws and statutes 
of the enterprise. However an audit by the 
Rechnungshof must be provided for (RHO, 
Sec. 88). 

The post and telecommunications ad- 
ministration (now the Bundespost) has al- 
ways been audited by the Rechnungshof. 

The Law of 1950 is specific as to auditing 
the Federal railways (Bundesbahn) and the 
public insurance funds. It provides that 
the Federal Audit Court shall audit the 
budgeting and budgetary administrative 
procedure of the Bundesbahn property; of 
the social insurance institutions where they 
are subsidized out of public funds; and of 
the unemployment insurance and unem- 
ployment relief funds. Audits of the Federal 
railways, however, are carried out pur- 
suant to specific regulations issued jointly 
by the Federal minister of finance, the Fed- 
eral minister of transport, and the Rech- 
nungshof president. The 1939 Railway 
Law gave the president of the court only 
the right to audit the balance sheet and 
to make inquiries. Under the Law of 1950 
the existing special audit service of the 
Bundesbahn will continue but the results 
of this work will be the basis of the court’s 
audit. The social insurance agencies were 
not subject to a complete audit by the 
court prior to the Law of 1950 because of 
special exemptions under a Law of 1934. 
They were audited only for the use made 

*4 For example, submarginal Ruhr coal mines if they 
should again receive subsidies as under the British Zonal 
budget and the Bizonal budget. 


*8 Law of November 27, 1950, Art. 4. See also RHO 
Secs. 87 and 88. 
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of the public subsidies. They are now 
audited completely if they receive public 
subsidies in order to ensure more econom- 
ical administration and lower require- 
ments from the Federal budget. Practically 
all social insurance institutions are now re- 
ceiving Federal subsidies because of their 
added burden of payments to refugees.”® 

The audit of corporations-at-private- 
law and cooperatives in which the Federal 
government has a direct or indirect in- 
terest as a shareholder or partner is gov- 
erned by section [Va of the RHO which 
provides for Rechnungshof participation 
in prescribing the audit specifications and 
in the selection of an expert auditor or 
firm to audit the undertaking. On all such 
legal entities the Rechnungshof receives 
through the appropriate Federal minister 
the regular financial reports, together with 
supporting documents, as audited, and 
normally bases its report to parliament on 
its review of such reports and documents. 
If the company statutes or a special agree- 
ment permit, the Rechnungshof may have 
the operations and records scrutinized by 
its deputies, or require a supplemental 
audit by the approved auditor or firm. If 
the government is entitled to all or a sub- 
stantial part of the net profit of an under- 
taking, the Rechnungshof has the right 
to scrutinize the final accounts and the 
business management. 

Methods of operation. In the work of the 
Rechnungshof the basic activities are (a) 
auditing, (b) the arrival at formal decisions 
and (c) the preparation of written memo- 
randa, comments and reports. These are all 
governed by a code or rules of procedure 
issued by the Gross Senat. 

The Rechnungshof has many strings to 
its post-auditing bow. Usually the deputies 
or staff of the Rechnungshof work from 
preliminary audits already made by com- 
petent auditors within the operating 


% Basic Law, Article 120. 


agencies. Results of these administrative 
post-audits, together with the necessary 
explanations, comments and certifications, 
are carefully scrutinized. The administra- 
tive auditors must transmit to the Rech- 
nungshof any certifications, and advise it 
of any deviations and violations which 
they may have observed in regard to the 
accounts audited. The Rechnungshof may 
at any time call for the accounts audited; 
examine, amplify or amend the auditor’s 
remarks and the decisions taken; and may 
take its own decision on the auditor’s com- 
ments. From time to time the Rechnung- 
shof makes certain that the administration 
of budget authorizations, the rendering of 
accounts, and the auditing of accounts are 
being carried out as prescribed. 

In lieu of a preliminary, administrative 
audit the Rechnungshof may prescribe a 
joint post audit by deputies of the Rech- 
nungshof and of the administrative author- 
ities. The Rechnungshof may also inde- 
pendently make complete, partial, or test- 
check post audits of particular phases of 
an administration.” 

The auditing programs are generally de- 
signed so that where there are a large num- 
ber of offices in a branch of government, 
such as the custom offices” in the Federal 
ministry of finance, every office is covered 
at least once in every three or four years 
in such a manner that a true cross section 
of the whole is obtained each year. Im- 
portant offices like the Oberpostdirek- 
tionen and the Oberfinanzdirektionen are 
covered each year, a cross section of the 
sub-departments of such offices also being 
subjected to detailed examination. 

With so many approaches to its work 
schedule, the Rechnungshof attempts to 
secure adequate audits with the most ef- 
ficient use of its staff. Besides reliance on a 
careful scrutiny of administrative audits, 


27Only in exceptional cases are these “surprise’! 
audits. 
28 Zollaemter. 


ose 
et, 
he 
or 
d- 
he 
he 
tes 
he 
O, 
id- 
al- 
of, 
ng 
he 
at 
he 
ve 
of | 
y | 
of 
al 
rf 
ly | 
d- 
Ly 
ly 
id 
0 | 
e 
e 
I 
al 
| 


538 


on partial audits or test-checks, and on the 
omission from its annual audits of unim- 
portant accounts, maximum use of staff is 
accomplished by specialization within the 
auditing staff, by the performance of 
audits in regional offices, and by the estab- 
lishment of audit teams for on-the-spot 
work within operating agencies.2* The 
older procedure of having all accounts with 
supporting documents sent to the head 
office was long ago abandoned. On the 
other hand the Rechnungshof may require 
that the accounts themselves together with 
supporting vouchers be sent to the Rech- 
nungshof for audit, or may waive the sub- 
mission of accounting vouchers. 

The scope of the audit work is prescribed 
in the RHO. Sections 88 (a) and 96 provide 
that the audit must cover the following 
points :— 

1) whether the budget, including the 
supporting documents, has been adhered 
to; and whether all extra-budgetary re- 
receipts and expenditures have been prop- 
erly accounted for. 

2) whether the individual amounts in 
the accounts have been justified and 
vouched from a functional and a mathe- 
matical standpoint in the prescribed 
manner. 

3) whether in the raising and collection 
of revenue and in the utilization and dis- 
bursement of Federal funds, as well as in 
the purchase, utilization and sale of Fed- 
eral assets, a procedure has been followed 
which is in accordance with the existing 
laws and regulations, which complies with 
the relevant administrative regulations, 
and which satisfies the need for economy.*® 


29 The Rechnungshof in agreement with the com- 
petent Federal minister and the finance ministry may 
set up permanent auditing offices within an operating 
department or agency. The representatives will, of 
course, be subordinate to the Rechnungshof president, 
both functionally and personally. 

30 Accounts pertaining to all assets of the Federal 
government (even though not in monetary form) are 
subject to audit. 


The Accounting Review 


4) whether establishments have been 
maintained or positions retained, or 
whether in other ways Federal funds have 
been disbursed which could have been 
curtailed or economized without prejudice 
to the administrative purpose pursued. 

5) whether in the case of Federal taxes 
the assessment amounts have been fixed 
and their bases ascertained in accordance 
with the existing laws and regulations and 
taking into consideration the authoritative 
administrative regulations. This type of 
audit was discontinued during the war but 
is slowly being undertaken again by the 
Federal Court as to Federal taxes. A sample 
audit only is taken to assure that taxes 
are being assessed and paid in the correct 
amounts. 

In addition, Article 114 of the Basic Law 
requires the finance minister to include in 
his annual final account a survey of all 
assets and liabilities. This extends the 
audit of the final account to Federal prop- 
erty and debt. 

For the purpose of controlling the ad- 
ministration of the budget the Rechnung- 
shof may also scrutinize the cash balances, 
advances and safe-custody items on the 
basis of the books and other supporting 
documents. 

The Rechnungshof is required to advise 
the agency under audit as soon as the audit 
is completed. 

After the first major step is taken— 
the making of an audit, the Rechnungshot 
must next arrive at formal decisions. These 
are done either in sections of two members, 
in Senats (chambers) of five members, or 
in the Gross Senat (the high chamber) as 
was described under “Organization and 
personnel.” 

The decisions reached result in some 
form of written document usually prepared 
by the reporting member, and signed by 
the member in charge of the matter at 
issue of the section or chamber, unless the 


right 
dent 
cisio 
1) 
nun: 
spec 
that 
proj 

ing 

sho 

2 
mel 

pre 
sult 

col 
pr 

pe 

| po 
rec 
the 

th 

h 
re 

| t 
m 
| 0 
is 
al 
W 
n 


The German Federal Audit Court 539 


right of signature is reserved to the presi- 
dent. The document embodying the de- 
cision may be: 

1) strictures or objections. The Rech- 
nungshof must notify any such to-the re- 
spective administrative authority in order 
that it may answer them and take ap- 
propriate action. The time limits for meet- 
ing strictures are fixed by the Rechnung- 
shof. 

2) comments together with an attached 
memorandum from the Rechnungshof 
president in which the most important re- 
sults of the audit are summarized. The 
comments must show in particular: 

a) whether the amounts listed in the ap- 
propriation account under receipts and ex- 
penditures agree with those which are re- 
ported in the cash office accounts under 
receipts and expenditures, and whether 
they are vouched in the prescribed manner. 

b) whether and what deviations from 
the budget and its supporting documents 
have occurred, and in what cases the laws 
relating to receipts and expenditures of 
the government, or the purchase and ad- 
ministration of Federal property, or the 
ordnances and administrative regulations 
issued under the terms of a special en- 
abling law, have been violated; also in 
what cases a critism made by the Rech- 
nungshof has not been adequately dealt 
with. 

c) the excess and extra-budgetary ex- 
penditures for which the consent of parlia- 
ment has not yet been obtained, and the 
amounts which are incorrectly reported in 
the appropriation account as excess—or 
extra-budgetary. 

3) a report stating the important ob- 
jections which have resulted from the audit 
of enterprises having their own legal en- 
tity. 

4) a report on any administrative de- 
fects observed during the audit together 
with any proposals for their correction. 


In carrying out its responsibilities the 
Rechnungshof obtains appropriate assist- 
ance from the federal ministries and from 
parliament. It may request the authorities 
to furnish information considered neces- 
sary for the audit, or for the control of 
budgetary administration, or to send in 
books and documents, or to submit their 
files with the exception of those of the 
Federal ministers. It may scrutinize the 
latter only after obtaining the consent of 
the minister.*t The Rechnungshof also re- 
ceives in regular course many documents 
and statements essential for the carrying 
out of its duties: 

1) the draft Federal budget and the 
document after confirmation by the cab- 
inet. 

2) the budgets of all institutions and 
enterprises which draw up their own budg- 
ets but in which the government has an 
interest, or to which it makes grants or 
subsidies. 

3) during the budget preparation stage, 
certain of the documents supporting the 
estimates of the individual departments 
which are submitted to the finance minis- 
try. 

4) copies of notifications for the cash 
offices (Kassenanschlaege) where the ac- 
counts on their execution will be submitted 
for audit. 

5) all finance ministry regulations, or 
agreements, relating to the administration 
of budgetary authorizations; similarly all 
Federal ministry general rules on the same 
subject. 

6) all reporting instructions issued to an 
authority outside the Federal administra- 
tion where Federal funds are placed at the 
disposal of such authority. 

7) all instructions or general regulations 
regarding receipts and expenditures, or by 
means of which changes in the administra- 


31 This consent is always given. 


een 
or 
ave 
een 
dice 
LXe€s 
xed 
nce 
ind 
ive 
of 
but 
the 
ple 
Xes 
ect 

aw 
in 
all 
he 
d- 
| 
he | 
ng 
se | 
lit 
ol 
se 
S, 
yr 
1S 
d 
d 
y 
e 

> 

\ 


540 The Accounting Review 


tive establishments and enterprises would 
affect the Federal receipts and expenditures 

8) all decisions of parliament concerning 
the submission of accounts. 

Action on Rechnungshof decisions and 
reports. The operating departments and 
agencies subject to Rechnungshof stric- 
ture or objections are required to answer.*” 
If not properly met, the objections and 
criticisms are retained in the final remarks, 
memorandum or report which goes to 
parliament. Any administrative or in- 
vestigatory studies not connected with the 
final appropriation account go directly to 
parliament and not through the finance 
minister. 

The duty of studying the audit report 
upon the final appropriation account, and 
other Rechnungshof reports, falls upon 
both houses of parliament (the Bundesrat 
and Bundestag). A discharge (Entlastung) 
of the finance minister and the competent 
financial officials in the government is 
based upon the audited final account. It 
sometimes happens that the Rechnungshof 
must reserve its decision on an individual 
question or section of the account. In this 
case the discharge will not cover the ques- 
tion or matter reserved, but will be defer- 
red until the Rechnungshof has withdrawn 
its reservation, or has subsequently drawn 
up a comment in its place. 

The weakness in the German system of 
accountability to parliament lies in not 
having a permanent committee (such as 
the Public Accounts Committee in the 
British House of Commons) which is 
charged with constant study of Rechnung- 
shof recommendations and with holding 
hearings with the agencies or departments 
concerned. The comments on the final ac- 
count go to the Rechnungspruefungsaus- 
schuss which is a subcommittee of the 


% The prestige of the court is such that its decisions 
are usually implemented without question by the de- 
partments affected. However, follow-up pressure may 
be necessary to prevent undue delay in implementation. 


lower house budget committee. After dis. 
cussion in this subcommittee with officials 
of the court, the report is forwarded to the 
parliament as a whole. The discharge, how- 
ever, is not expeditiously handled and the 
maximum benefit is not derived from the 
Rechnungshof’s labors. The discharge now 
comes two or three years after the close of 
the fiscal year. Parliament has in the past 
sometimes neglected this responsibility 
particularly during the latter stages of the 
Weimar Republic as is shown by a Nazi 
law which granted with one stroke of the 
pen discharges for six years, 1927-1932 in- 
clusive. 

Laender Audit Courts. Before the Third 
Reich each major Land (state) had an 
audit court for the audit of its accounts. 
Some of these Laender audit courts had 
long and enviable records. During the 
Nazi period these courts were combined 
with the regional offices of the Reich court 
and the state accounting and auditing 
systems were merged with that of the 
Reich. 

During the four-year period 1946-1949 
the audit courts of the old Laender were 
reconstituted and audit courts for the new 
Laender established in the three western 
zones of Germany. The legal basis is 
found in the state constitutions and audit 
court laws. Since the Laender follow the 
Reich Budget Ordinance (RHO) in large 
measure, there is a high degree of uni- 
formity in the budgetary and auditing 
practices and procedures throughout West- 
ern Germany. The Laender have the 
power, however, to adopt their own budget 
ordinances and auditing regulations, or to 
modify the application of the RHO to their 
finances, so that there are and will con- 
tinue to be departures from strict uni- 
formity. 

Relations between the Federal and Laender 
Audit Courts. The Law of 1950 establishing 
the Federal Rechnungshof reflects the 
Federal character of the new Republic. The 
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The German Federal Audit Court 


law is weighted with prescribing the rela- 
tions between the Federal and the Laender 
Rechnungshoefe. Provision is made for the 
following: 

1) ajoint audit by the Federal court and 
a Land court wherever the Federal govern- 
ment and a Land government have a joint 
interest in funds or property.* 

2) The Federal court and a Land court 
may, by mutual agreement, transfer audit- 
ing functions to one another. 

3) upon application and approval of the 
competent authorities under Land legisla- 
tion, the Federal court may take over audit- 
ing functions on behalf of a Land or legal 
entity established under public law, or may 
render expert advice to such entity. Such 
services are generally on a reimbursable 
basis. 

4) a combined chamber (Vereinigter 
Senat), composed of members of the Federal 
audit court and the Laender audit courts, 
is established to give expert advice on audit 
questions of fundamental importance and 
to render decisions on all important ques- 
tions arising from joint audits or from the 
transfer of auditing functions between the 
Federal court and a Land court.™ For such 
latter questions the combined chamber 
consists of an equal number of members of 
the Federal court and of the Laender 
courts. 

Even prior to the Law of 1950 the new 
Federal government to a limited extent was 
using the Laender Rechnungshoefe on a 
contractual basis to do some of its auditing. 
A special example was with the Laender 
audit courts of the French Zone where the 
Bizonal Audit Court could not audit.® 


For example, where Federal funds are administered 
by Land or communal authorities, or where Federal and 
Land properties are jointly administered. 

“ The first meeting took place in October 1951. A 
preliminary regulation governing internal procedure has 
been issued. 

% Only time will tell whether Western Germany can 
adequately staff twelve Rechnungshoefe, and whether 
the most effective use of governmental accounting talent 
can be made through the present system, or through a 
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Appraisal. The strength of the Rech- 
nungshof lies in its independence, the 
prestige of its staff, and its concentration 
on post auditing and on administrative- 
economy audits. All of its work has a single 
purpose—to act as a watchdog of the 
Treasury, gentle but persuasive. This isnot 
to ascribe perfection to this body. Since 
the war the court (in all of its three stages, 
British Zonal, Bizonal and Federal) has 
been understaffed. Consequently it is not 
able to live up to its calendar thereby 
delaying submission of the final appropria- 
tion account audit reports. This whole 
works needs speeding up.*® 

The transitional steps from 1945 to 1950 
may not have been necessary but at least 
were successful because a small group of 
competent officials provided continuity. 
The British Zonal Rechnungshof was di- 
rected by able officials of the former Reich 
court. Its work and personnel later became 
the basis for the Bizonal Rechnungshof, 
which in turn formed the core of the 
Bundesrechnungshof.*” 

The method of recruitment of new audi- 
tors could be improved. The modern State 
(and Western Germany is no exception) is 
today engaged in varied kinds of commer- 
cial enterprises, either directly or as a 
shareholder. The Rechnungshof has done 
little to recruit specialists for auditing such 
enterprises. The experience of recruited 
officials has generally been in government 
administrative departments. There are not 


smaller number of audit courts. Aside from the two 
larger Laender (Bavaria and North Rhine/Westphalia), 
the Laender courts may tend either in fact or in name 
to become but regional offices of the Federal court. 

% When audit reports cover fiscal periods two or 
yo ae in the past, their usefulness is greatly re- 
duced. 

37 It is significant that the Federal Law of 1950 estab- 
lishing the new court specifically provides in Article 5 
that the court, in addition to functions prescribed in 
Article 4, shall, within the scope of Federal administra- 
tion, ‘‘perform such functions as were transferred by 
virtue of other regulations, statutes or agreements still 
in force, to the former Audit Court of the German Reich, 
the Bizonal Audit Court and the Audit Court for the 
British Zone, or to their respective Presidents.” 
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enough auditing officials with a broad in- 
dustrial and commercial experience and 
with the knowledge of the peculiarities and 
problems of given undertakings who can 
approach their investigations effectively 
and protect the government’s commercial 
interests. 

The Rechnungshof would probably also 
benefit in the long and short run from in- 
jecting more young blood into its organiza- 
tion. For example, each year the court 
could recruit a small group of young men 
between the ages of 20 and 30 as trainees 
(employees originally, not officials) who 
would work under experienced officials, 
would go through a regular course of in- 
service instruction, and would in due 
course be posted to various government 
departments or agencies for stages of about 
a year so that they would acquire knowl- 
edge of the inner workings of particular 
departments. This recruitment method 
would quickly bolster the present staff. 

Leadership of the Rechnungshof in 
raising the whole level of governmental 
accountancy standards will no doubt in 
time be strengthened. The long isolation 
of Germany from other countries during 
the Nazi period probably means isolation 
from many of the newer developments in 
governmental accounting. 

In conclusion, space permits only a brief 
summary of the strongest elements in the 
German institution which find no ade- 
quate counterpart in the U. S. General 
Accounting Office: 

1) The respect and cooperation which 
the Rechnungshof commands. Despite 
the rapid advances made by the GAO 
under the present able Comptroller Gener- 
al and the added impetus of the Budget 
and Accounting Procedures Act of 1950, 
a comparable status has not yet been at- 
tained. Proper recruitment, adequate sala- 
ries, sound policies, and a continuance of 
skillful leadership should in time correct 
this deficiency. 


2) The judicial status and life tenure of 
30 top officials sets a high tone for the 
whole body and makes possible the tradi- 
tion of independence from the executive 
branch. It is too much to expect the 15- 
year terms of the Comptroller General 
and Assistant Comptroller General to 
accomplish the same result. 

3) The preventive work of the Rech- 
nungshof is strengthened by the oppor- 
tunity of attendance at budget reviews 
within the executive branch and at parlia- 
mentary hearings. 

4) Organization of the Senats and cor- 
responding Departments permits a highly 
desirable functional specialization of the 
auditors. 

5) The Rechnungshof is well equipped 
to perform administrative and efficiency 
audits because of its method of selection 
of auditors from officials already experi- 
enced in the administrative and organiza- 
tional problems of the ministries. If the 
General Accounting Office is to expand this 
aspect of its work, it should recruit simi- 
lar specialists. 

6) The Rechnungshof makes very ef- 
fective use of its staff by building its 
audits upon the internal audits already 
performed within the administrative units. 

7) The Rechnungshof’s responsibilities 
extend to checking upon the effectiveness 
of the investigation work and internal 
auditing methods of the Federal tax offices, 
and to sample auditing for the correctness 
of Federal tax assessments and collections. 

8) The degree of cooperation practiced 
in the German Federation between the 
state audit courts and the Federal court 
sets a pattern which might find application 
in the United States. 

Further extension of the GAO into the 
area of administrative-efficiency studies 
is a controversial subject. This function 
has traditionally belonged to the Bureau 
of the Budget, but administrative analysis 
and post-auditing are allied functions/ac- 
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tivities as are administrative analysis and 
review of budget estimates. The GAO 
might carry on administrative and econo- 
my studies primarily for the Congress; 
whereas the Budget Bureau continue to 
work for the President and other adminis- 
trators in the executive branch. Competi- 
tion between these two agencies in this 
area should be a healthy thing. In contrast 
to the West German government the U. S. 
Federal government is so tremendous in 
depth and breadth that there is room for 


legitimate rivalry and for two agencies 
attacking the same problem. 

Both the German and the U. S. Federal 
governments have much to learn from the 
experience of the Public Accounts Com- 
mittee of the British House of Commons. 
A serious gap in both governments is 
the absence within the parliament or 
Congress of a full-time, well staffed com- 
mittee for the permanent and uninter- 
rupted business of studying efficiency in 
government operations. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be madeavailable tothe other membersof the teaching profession through The Teachers’ Clinic. 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


EVALUATING STUDENT COMPETENCE! 


DAvID GREEN Jr. 
The University of Chicago 


There is much interest still evidenced 
by many teachers of accounting on the 
subject of tests, and specifically, on the 
advantages and disadvantages of so-called 
objective tests. It is hoped that this re- 
port of some of our experiences with these 
tests will be of help to those currently 
working with the problem. 

In his article, “Construction of Objec- 
tive Examinations,’* Professor Schmidt 
did an admirable job in summarizing many 
of the advantages which are obtained 
through the use of “objective” tests. A 
conscientious effort will be made here not 
to duplicate the cogent arguments he 
offered, but rather, to examine further 
some of the points he developed and to 
elaborate on some aspects of objective 
testing which seem to be most commonly 
misunderstood. To do this, an attempt 
will be made here to clarify terms, and 
to present illustrative materials taken 
from our direct experience. Specific illus- 
trations may help dispel the common mis- 
conception that these “objective” tests 
can only be fruitful in fairly narrow cir- 


1TI would like to acknowledge my indebtedness to 
Professor William J. Vatter, of the University of Chi- 
cago, whose great interest in this subject provided my 
opportunity to start this study, and to Professors 
Benjamin S. Bloom, College Examiner, University of 
Chicago, and David Krathwold, formerly of the Uni- 
versity of Chicago, whose valuable assistance and great 
patience were of immeasurable value. 

* THe AccounTinG REVIEW, January, 1950. 


cumscribed areas. Further, illustrations 
and examples will suggest applications of 
objective methods to areas not usually 
tested by conventional procedures. 

With respect to clarification of termi- 
nology, it is unfortunate that the word 
“objective” has been used to describe this 
type of testing technique. According to 
Funk & Wagnall’s Standard Dictionary, 
“the word OBJECTIVE as determining 
the relationships of the conscious mind to 
external things has varied in its usage... 
and two meanings have developed.”’ These 
two meanings are in certain instances more 
opposite than alike. Of the many subsidi- 
ary definitions of objective, one—‘hav- 
ing independent existence or authority, 
apart from our experience or thought”— 
does not describe much that is considered 
accounting convention or judgment. Thus, 
if part of the content which we wish to 
examine is not “objective,” it is confusing 
to think of the test as being “‘objective.” 
To state this differently, often we ask 
questions and seek answers which are 
judgmental or subjective or conventional. 
If this is so, then the appellation ‘“‘objec- 
tive” to a kind of testing technique is 
misleading. 

From an opposite, and apparently little 
considered, view, the appellation ‘“‘objec- 
tive’ well describes ANY testing tech- 
nique which endeavors to measure the 
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attainment of previously determined 
course objectives. In a previous article® 
I attempted to outline the considerations 
in choosing course objectives. The point 
to be repeated here is that all course ob- 
jectives have, or should have, two aspects, 
the contextual and the behavioral. The 
failure to emphasize, or even recognize, 
these behavioral aspects or abilities means 
that at best a course is only partially 
(half?) conceived. The attempt to develop 
an objective examination—i.e., one which 
tests the attainment of course objectives— 
forces thinking to these behavioral aspects 
and helps to clarify them, and therefore 
tends to improve the course itself. 

A “tool”? borrowed from the Office of 
the University Examiner has proved use- 
ful to relate content and behavior in the 
preparation of an examination to measure 
attainment of the course objectives. This 
is a two-dimension chart which develops 

3A Reconsideration of the Course Objectives of 


Elementary Accounting,” THe AccounTING REVIEW, 
July, 1950, pp. 322-26. 
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on one axis the content or subject matter 
to be included and on the other axis the 
kinds of things or competences expected 
of the student. The following diagram is 
an attempt to portray this taxonomical 
scheme. It should be noted that the con- 
tent or subject matter axis presents no 
problem since this is the one which is 
traditionally developed. The ability axis 
poses real difficulty. To establish specific 
behavioral goals in terms of realizable ob- 
jectives calls for a real analysis of methods, 
and a real study of the problem of educa- 
tion in the given course. We have worked 
with this problem at some length; although 
we do not feel that definite results have 
been established, we think there is much 
to gain by such attempts to establish 
course-goals. The behavioral-abilities ap- 
pearing in the diagram serve only to illus- 
trate our approach to the problem; it 
does not represent the solution. 

After this “‘cross-hatch” or “Table of 
Specifications” is prepared for the course 
or courses to be examined, questions are 
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prepared which test for specific abilities on 
certain subjects. When these questions 
are plotted in the appropriate ‘‘cell” 
(say, by question number) a sight inspec- 
tion will reveal the extent or adequacy of 
coverage of the course-objective. 

The kind of questions that we have 
prepared are “recognition” problems; the 
student is given a question or statement 
and is asked to recognize from the given 
alternatives the answer, or the most cor- 
rect response. Because of the confusions 
raised by the use of the emotional word 
“objective,” we will describe these ques- 
tions here by calling them recognition 
problems. 

The use of “recognition” test techniques 
usually allows for more extensive sam- 
pling of content in a given period of time 
than would otherwise be true. In addition, 
problems which test behavioral abilities, 
or things other than technical content, 
can be developed readily. The problem of 
weighting is resolved by including items 
in proportion to the importance of the 
content, as this may be determined, either 
by the amount of time allotted in the 
course to particular topics, or by the degree 
of importance that instructors attach to 
the various course-objectives. 

This pattern of thinking—the use of a 
table of specifications and the recognition 
technique, has been followed at the School 
of Business of the University of Chicago, 
since our first experiment with this testing 
technique in the autumn of 1949. Since 
that time our Comprehensive Examina- 
tion: Accounting I has consisted of 175 
to 200 recognition type problems and has 
been given to all regular students in the 
School. This Examination is used to verify 
the degree of competence acquired in the 
required contextual, logical, and analytical 
phases of Accounting. The results obtained 
from the use of examinations of this type 
have been such as to enlist the whole- 
hearted suppport of the instructional staff, 
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although some had entered the experi- 
ment with serious reservations. 

Student reaction to these tests has been 
highly favorable; first, because of the ade- 
quate coverage afforded, and second, be- 
cause less time is used in activity other 
than answering questions than is typically 
true of conventional examinations. As to 
the first; often an examination situation 
arouses certain emotions and creates cer- 
tain anxieties in the student. Some are 
stimulated by this heightened emotion and 
perhaps perform at a higher level because 
of it. Others, and probably the poorer 
students, are handicapped. The knowledge 
that the examination consists of, say, 200 
independent “questions” dispels some of 
the fears that are associated with the sink- 
or-swim, one or two problem type exami- 
nation. Probably, too, the knowledge that 
the “‘correct”’ answer is usually included 
among the alternatives heightens student 
enthusiasm, although our own experience 
has been that guessing is of little avail. 
and that only properly qualified students 
attain passing levels. 

The restricting of student time to an- 
swering questions may or may not be 
an advantage, depending on the education- 
al objectives of the course or courses being 
tested. I think it is true in our School that 
we are little concerned with the beginning 
student’s facility for preparing work- 
sheets, supporting schedules, formal state- 
ments, and the like. These are a means to 
the end of understanding certain relation- 
ships and ideas rather than the end itself. 
And as much time as possible should be 
provided for measuring the attainment of 
the educational objectives. If a course is 
concerned with (1) developing the analytic 
and interpretive powers of the student, 
(2) strengthening his ability to relate and 
judge, and (3) contributing to the under- 
standing of certain accounting techniques 
and conventions; then it would seem‘that 
a test situation which gave the student 
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a finished Balance Sheet and Income State- 
ment with questions concerning them 
would be a more successful measuring tool 
for the objectives stated above, than the 
test situation which would have the stu- 
dent prepare these statements from given 
primary data or trial balances. 

In one of our examinations we repro- 
duced the Consolidated Statement of 
Financial Position of Standard Oil Com- 
pany (New Jersey), December 31, 1949- 
1948. We gave the following instructions: 


“These questions refer to the balance sheets 
given for the Standard Oil Company. You are 
to use these statements exclusively in selecting 
your responses. Any information which you have 
of this company, the industry, or the general 
business picture should not influence your an- 
swer. For the following questions you may ac- 
cept these financial statements as being correctly 
prepared and in proper order.” 

“For the following statements: 

BLACKEN ANSWER SPACE 

A—If the data alone afford sufficient evidence 
for you to regard the statement as true 
without reservation. 

B—if the data afford some evidence for you 
to regard the statement as probably true, 
but additional information is needed to 
eliminate any reservations. 

C—if the data afford sufficient evidence for 
you to regard the statement as false with- 
out reservation. 

D—if the data afford some evidence for you to 
regard the statement as probably false, 
but additional information is needed to 
eliminate any reservations. 

E—if the data is insufficient for you to con- 
clude anything as to the probable truth 
or falsity of the statement.” 


A few of the question asked about these 
statements follow: 


1. 1949 prices of property, plant, and equip- 
ment items were double the level of 1939; 
therefore, the real value of property, plant, 
and equipment at December 31, 1949, is 
$4,171,443,452. 

. Stocks of companies owned in Europe and 
North Africa would, if liquidated at De- 
cember 31, 1949 have brought approxi- 
mately $220,393,056. 


3. Since prices of crude oil have risen, the 
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physical inventory of crude oil was smaller 
at December 31, 1949, than it was at 
December 31, 1948. 

4. The cost of additions to property, plant, 
and equipment made in 1949 was $227,- 
046,443. 

5. Taxable net income for the year 1949 was 
less than that for the year 1948. (The in- 
come tax rates remained constant through 
the two years.) 

6. Total cost of materials and supplies used 
in 1949 exceeded the purchases of those 
items for the year. 

7. The increase in cash at December 31, 
1949, as compared to that at December 31, 
1948, resulted from earnings reinvested 
and employed in the business by Standard 
Oil Company (New Jersey) Parent Com- 
pany. 

8. The company charges receivables to bad 
debts expense as they actually prove un- 
collectible. 

9. The increase during the year 1949 in the 
amount at which marketable securities are 
carried was due in part to market appreci- 
ation. 

10. The total equities of the company at 
December 31, 1949, amounted to $2,726,- 
659,412. 


Whether or not these illustrations are 
“good” or universally usable is not the 
issue posited here; the question to be 
asked is this—which is the more rote, re- 
call, mechanical activity (the frequent 
accusation made against recognition type 
problems): preparation of financial state- 
ments from a furnished trial balance, or 
answering questions about furnished finan- 
cial statements? 

And if the examination is for all students 
of business which competence, preparation 
of statements or evaluation of statements, 
is basically desired? 

Alternatively, a problem which would 
test similar competences, and abilities, 
might present financial statements dis- 
similar from conventional ones and ask 
questions about the dissimilarity. 

Another type of student competence 
which usually is expected is an under- 
standing of the accounting vocabulary and 
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account classifications. The behavior to 
be tested would be the ability to identify 
terms and categorize into traditional ac- 
counting classes; below is illustrated a 
problem which does this. 

In this series of pairs of items, the 
member on the left lists five THINGS, 
four of which are related. The second 
member of each pair lists five CATE- 
GORIES to which the four related things 
might belong. 


FOR EACH PAIR OF GROUPINGS 


(a) Blacken the answer space which 
corresponds to the one thing which does 
not belong to the same category as the 
other four. 

(b) Blacken the answer space which 
corresponds to the letter of the one cate- 
gory which most precisely explains the 
relationship of the four remining things in 
the first list. 


THINGS 


a. Patents 

b. Franchises 

c. Copyrights 
d. Trademarks 
e. Goodwill 


a. Replacements 
b. Improvements 
c. Betterments 
d. Rehabilitation 
e. Maintenance 


a. Sale of goods at a price higher than all cost as- 
signable to them 

b. Borrowing from a bank 

c. Sale of additional common stock 

d. Purchase of supplies on credit 

e. Collection of accounts receivables 


CATEGORIES 


a. Intangible Assets. 

b. Items closely attached to the enterprise in its 
entirety. 

c. Monopolistic privileges conferred by Govern- 
mental or other authority. 

d. Items which depend upon the business as a going 
concern. 

e. Items whose value is determined by abnormal 
earnings. 


a. Expenses of owning property. 
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b. Expenditure properly charged to the Income 
Account. 

. Fixed Assets. 

. Expenditures which affect the valuation of the 
Plant. 

e. Expenditures always evidenced by a cash pay. 
ment. 


ao 


a. Transactions which increase total assets. 

b. Transactions which decrease total assets. 

c. Transactions which increase and decrease total 
assets. 

d. Transactions which increase total liabilities. 

e. Transactions which decrease total liabilities. 


Problems of this type can be easily made 
more or less complex by changing the dis- 
tractors and increasing or decreasing the 
fineness of discrimination. 

It is frequently suggested that all partic- 
ipating members of a capitalistic society 
should have some understanding of ac- 
counting and business reports. The vehicles 
of communication of business activities 
for many members are newspaper or 
magazine articles. Frequently (I would 
like to say always) these articles are writ- 
ten by non-accountants or non-business- 
men, and represent a “translation” of a 
technical report for a lay audience. If the 
newspaper report is meant for a wider con- 
sumption than the original statement 
then it follows that less rather than more 
competence should be needed to assimi- 
late the information or ideas developed. 
To test the competence of our own stu- 
dents in this kind of understanding we 
frequently give them a reprint of a “story” 
and ask them questions about it. An ar- 
ticle and some questions follow. 

The following restates an article which 
appeared in the January 12, 1949, issue 
of the Chicago Sun-Times: 


“The First National Bank of Chicago has 
hidden “interior reserves” of about $45,000,000 
the chairman indicated at the annual stock- 
holders’ meeting. The chairman quickly reeled 
off a partial account of the bank’s interior re- 
serves when a small stocholder commented “that 
means the book values of the bank’s stock is about 
$250 a share.” The annual report indicates a book 
value of $190. 
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The chairman said the bank has followed a 
policy of transferring to interior reserves earnings 
on its government bonds which exceeded an aver- 
age of 14%. In this way it has built up a reserve 
for bad debts of about $20,000,000, exclusive of 
its reserves for possible declines in bond prices. 

The bank has been depreciating its building 
at a rate exceeding that permitted by the Col- 
lector of Internal Revenue. Such excess depreci- 
ation has built up another interior reserve of 
about $8,000,000. 

The chairman mentioned “stocks of $8,000,000 
not on the books” in his recital of reserves, and 
he made reference to a hidden reserve for insur- 
ance of $1,355,000. 

The stockholder mentioned above charged 
that the bank was making too much money for 
the stockholders and urged that it should “share 
the wealth,” especially with the depositors.... 
The chairman pointed out that the depositor is 
given a stake in the earnings through the addi- 
tions to capital, creating greater safety for his 
funds.” 


The following questions refer to or are 
related to the above quotation. They 
should be answered by indicating the most 
correct or the best response among the 
alternatives. 


1. The existence of hidden reserves affects the 
percentage of return to net worth by: 

a. Overstating the percentage of the return to 
net worth 

b. Understating the percentage of the return 
to net worth 

c. Does not affect percentage of the rteurn 
to net worth 

2. Which of the following is wot likely to have 
been meant by the chairman when he pointed 
out that the depositor is given a stake in earn- 
ings through the additions to capital, creating 
greater safety for his funds. 

a. The larger a bank is, the less likely it is to 
fail. 

b. The retention of earnings provides a larger 
“cushion” to protect depositors. 

c. The existence of hidden reserves reduces 
the amount of earnings distributed as divi- 
dends. 

d. The amount of excess reserves is kept in 
cash to afford greater protection. 

e. None of the above. 

3. The most logical interpretation of “stocks of 
$8,000,000 not on the books” assuming that 
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all transactions are properly recorded would 

be that: 

a. The stocks are held as collateral for loans. 

b. This amount is the difference between mar- 
ket price and original cost. 

c. The bank purposefully omitted recording 
the acquisition of the stocks. 

d. The stocks are stocks of a subsidiary com- 
pany. 

e. There is no logical interpretation of this 
statement. 


4. The existence of about $8,000,000 interior re- 


serve resulting from the depreciation taken on 

the building indicates: 

a. That the rate permitted by the Collector 
of Internal Revenue is too low. 

b. That the rate permitted by the Collector of 
Internal Revenue is too high. 

c. That the rate permitted by the Collector of 
of Internal Revenue is not appropriate to 
this type of building. 

d. That the rate permitted by the Collector 
is more correct than the rate taken by the 
bank. 

e. That the hidden reserve seems to be meas- 
ured by the difference between the rate per- 
mitted by the Collector and the rate used by 
the bank. 


5. The hidden reserve for insurance can arise by: 


a. Charging the cost of a three year insurance 
contract against the year of acquisition. 

b. Crediting the insurance expense account 
with any dividends received from a mutual 
insurance company. 

c. Ignoring the insurance problem. 

d. Charging an excessive amount to operations 
when “self-insurance” is employed. 


e. Using co-insurance. 


6. Which of the following practices do not give 


rise to hidden or secret reserves? 

a. Overstatement of bad debts. 

b. Setting up excessive depreciation or deple- 
tion. 

c. Omission of accrued receivables and rev- 
enues. 

d. Charging additions and improvements to 
maintenance. 

e. Capitalizing maintenance and 
charges. 


repair 


The above illustrations have been pre- 
sented here in an attempt to show that 
many types of student abilities can be 
tested and several types of competences 
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evaluated through the use of recognition 
types of problems. Another aspect to 
consider lies in the increased flexibility 
afforded when a conventional problem is 
recast into many recognition types of 
questions. Following is such an adaptation. 
The original problem was the ‘“Rheta 
Rose Manufacturing Company” which ap- 
peared in the Uniform Certified Public 
Accountant Examination given in May 
of 1949. 


“The Traynor Manufacturing Company pro- 
duces an item (which is packed in an individual 
container that has household uses) which it sells 
direct to consumers under its own brand at 
$12.00 per unit, which is a long established price. 
Due toa general decline in business activity, sales 
are currently being made at the rate of 5,000 
units per month which is only 40% of the normal 
productive capacity of the plant of the Com- 
pany.” 

“An offer to purchase 5,000 units a month has 
been received by the Company from a mail order 
firm. The mail order firm has offered $7.00 per 
unit without containers on the basis of a one year 
contract. The items would be sold under the mail 
order firm’s label and would be crated and shipped 
at its (the mail order company’s) direction and 
expense.” 


The Traynor Company management 
does not expect an improvement in busi- 
ness within the next year nor do they fear 
that the sale of items to the mail order 
company will reduce their other volume 
of sales. However, they do not believe 
they can accept the order because they 
are now losing money at their present 
price of $12.00. 

The treasurer calls you in and gives you 
the data and cost schedules which appear 
below: 


1. Overtime premiums were earned by the 
stores personnel during the taking of the annual 
physical inventory. 

2. The machinery used is highly specialized, 
and is rented on a production basis. The lease 
calls for a payment of $.91 per finished unit with 
maintenance and repair the obligation of the 


1 Reprinted in the Accountinc REviEw, October, 
1949 and The Journal of Accountancy, December, 1949. 


lessee. The machines require adjustment and 
lubrication after every ten units produced. 

3. Operations at 32% of capacity usually re. 
quired the services of about 50 persons in the 
manufacturing process. 

4. The manufacturing part of the building 
was laid out in such a fashion that part of it 
could be closed off (no heat, light, or sweeping) 
when operations were at 80% of normal pro- 
ductive capacity. An additional area: could be 
closed off when operations were at 30% of nor- 
mal productive capacity. 

5. The charge for power is composed of two 
elements. One element is the demand charge 
which is based on the maximum requirement in 
any one month of the previous calendar year. The 
other is a charge for present current consump- 
tion. 

6. To produce the units for the mail order 
company, a fixture costing $1,000 must be pur- 
chased. This fixture will be used only for mail 
order units, and cannot be used for other units. 

7. The Company has a bank of three elevators; 
each elevator when operating requires an at- 
tendant. The account-elevator operating costs 
include all costs associated with the elevator serv- 
ices. Typically one elevator is used up to 33% 
capacity, 2 elevators from 34% to 66%, and 3 
elevators for in excess of 66% capacity. 

Required: For the following fifteen items, with 
respect to the data, and in terms of this particular 
decision, BLACKEN ANSWER SPACE 


1—if the cost is direct. 

2—if the cost is indirect. 

3—if the cost is variable. 

4—if the cost is a mixed cost; part fixed and 
part variable. 

5—if the cost is a step-cost (semi-variable) 
but fixed in this case. 

6—if the cost is a step-cost (semi-variable) 
but variable in this case. 

7—if the cost is fixed in any event over the 
whole range. 

8—if the cost is fixed over part, variable for 
rest of range. 

9—if the cost is relevant to this decision. 

10—if the cost is irrelevant to this decision. 


NOTE: INDICATE ALL THE CORRECT 
ANSWERS FOR EACH COST: THIS MEANS 
THAT YOU WILL HAVE MORE THAN ONE 
RESPONSE FOR EACH ITEM. IN THE 
SCORING OF THIS PROBLEM THE NUM- 
BER OF WRONG ANSWERS WILL BE SUB- 
TRACTED FROM THE NUMBER OF 
RIGHT ANSWERS. 
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Schedule of costs for A pril, 1949; Production 4,000 


units 

Labor traceable to units of product....... $9,900.00 
Superintendent’s salary................. 1,000.60 
Raw material going into product......... 4,000.00 
348.00 
2,240.00 
Cost of individual unit containers........ 1,200.00 
Repairs and Maintenance, machinery... .. 480.00 
Depreciation and property taxes.......... 2,020.20 
Elevator operating costs...............+. 506.00 
Apportioned personnel department....... 685.50 
(Costs apportioned on basis of man hours) 
Cost of special fixture if mail order proposal 


Since the underlying purpose of the 
original problem seems to be the determi- 
nation of cost behavior, it was our opinion 
that the revised version better suited our 
educational objectives. First, because it 
recognized six kinds of cost behavior 
instead of two without making the un- 
realistic assumption of perfect dichotomy 
of cost; and second, because it did not 
aim at AN answer to the data in its en- 
tirety. 

Other problem adaptations have been 
used which have proven successful for our 
purposes and lead us to believe that almost 
any type of content can be effectively 
examined through the use of problems of 
this type. 

It has been our finding that tests com- 
posed of recognition forms of questions 
can measure student attainment, both in 
terms of behaviors or skills, and in terms 
of content. These behavioral aspects have 
been slighted in the past and much work 
remains in this area. It should be pointed 
out that these tests have been given to 
students who have also taken course 


examinations of the more conventional 
form. We have had good though not pre- 
cise correlation between the grades in the 
courses and those of the comprehensive 
examination. In the instances where the 
correlation is slight or inverse, the com- 
prehensive examination has served as a 
diagnostic tool in determining the reason’ 
for the failure of correlation. However, 
this diagnostic use has had such little ap- 
plication that it can only be mentioned here 
in passing as an advantage obtained from 
the use of this test technique. 

It seems unfair, if not untrue, to advo- 
cate these tests on the ground of a saving 
in faculty time. Clearly, there is a sub- 
stantial saving in grading time, whether 
hand or machine scored, but any such 
saving, and usually more, is invested in 
the preparation of the questions. If it 
appears that these kinds of questions can 
do a better job of examining for us, that 
alone should be sufficient reason to use 
them. 

Finally, I think the reason that many 
are still suspicious of this kind of testing 
technique stems from the frequently 
voiced objection that it is only useful 
for measuring recall or recognition com- 
petences. The objection, however, prob- 
ably results from the fact that up to now 
the bulk of the recognition problems pre- 
pared have been prepared for varied con- 
text but just for this one kind of behavior 
or ability. It is hoped that this paper has 
demonstrated the possibility of construct- 
ing tests which go beyond this ability of 
recall into the uncharted competences we 
intuitively know to exist in our subject 
matter. 
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COMPARING THE GROSS AND NET PRICE METHODS 


CoLIn PARK 
University of Buffalo 


Accounting instruction must convey to 
students as many progressive ideas as 
possible. Simultaneously, time should be 
taken to show traditional practices more 
likely to be found in business. Thus over- 
emphasis of new theories which limits or 
excludes discussion of older business pro- 
cedures defrauds the student. He may be 
bewildered when the accounting methods 
which confront him in his first job are not 
what he has been led to expect. Unbal- 
anced emphasis in the other direction is 
even less desirable for the new accountant 
will not have had a chance to develop 
in college the background for the creative 
thinking which can make possible his ad- 
vancement to executive responsibility. 

A striking example of the necessity for 
a balanced treatment of accounting ideas 
is in the teaching of the net and gross price 
methods of recording purchases and sales. 
Fairly impartial presentation of these op- 
posing methods can be achieved in a fifty- 
minute class period. The simple compara- 
tive illustration shown here has been effec- 
tive in presenting comprehensively both 
methods despite the writer’s admitted 
preference for the net price method. 

Professor Paton has stated succinctly 
the relative merits of the net and gross 
price procedures: ‘“‘Net prices are substan- 
tially on a cash basis and therefore repre- 
sent effective costs. It is the net price 
that the vendor generally expects to col- 
lect and the buyer expects to pay. Failure 
to accept all discounts offered, indeed, is 
evidence of careless management or pre- 
carious financial condition. There is no 
excuse for the practice—unfortunately still 
common—of treating gross prices as genu- 
ine costs and purchase discounts as an 
item of income. Realized income cannot 


arise through the operation of buying.” 

One can agree with these statements yet 

feel that by the time students are ready 

to consider net and gross price procedures 
they are also ready to form some sort of 
personal opinion regarding them. With the 
approach shown here a majority of my 
students have decided that they favor the 
net price method. In the main, this appears 
to be a result of their own evaluation. 

Concurrently they have gained a familiar- 

ity with both the gross and net price meth- 

ods which should enable them to under- 
stand either procedure in practice. 

The teaching device upon which this 
discussion is focussed is shown in Figure 
1. The circumstances illustrated are per- 
haps slightly more complicated than are 
absolutely necessary for elementary com- 
parison of the two discount viewpoints 
In the given illustration the following situ- 
ation is assumed: 

a. The goods involved are billed at a gross price 
of $1,000 with terms of 3/5, 2/10, n/30. 

b. Payment for the goods is to be recorded in the 
books of both the purchaser and the seller 
under each of the methods: 

i. When settlement is made within 5 days 
after the basic transaction. 

ii. When settlement is made within 6-10 days 

after the basic transaction. 

iii. When settlement is made within 11-30 

days after the basic transaction. 


A less complicated presentation will re- 
sult from assuming terms of 2/10, n/30 
only. However this simpler illustration 
fails to highlight the intricacies involved 
in recording settlement under the net price 
procedure of less than the full amount of 
the billing but more than the smallest 
settlement available to the purchaser. 


1W. A. Paton, Advanced Accounting. (New York: 
The Macmillan Company, 1941), p. 118. 
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Figure 1 
Blackboard Comparison of Gross and Net Price Methods of Recording Purchases and Sales 
Gross price Net price 
method method 
Purchaser’s books Dr. Cr. Dr. Cr. 
ng The purchase: 
eady Payment within 5 days: 
Payment within 6-10 days: 
Payment within 11-30 days: 
lon. frome lapsed purchases discount. ..... ......... 30 
eth- Seller’s books 
der. The sale: 
thi Collection within 5 days: 
T- Collection within 6-10 days: 
tu Collection within 11-30 days: 
Gain from lapsed sales discount. 30 
rice 
the The order of development of the illus- v. Similar payment and collection for the re- 
ler tration on the blackboard will vary with maining set of conditions. — 
end he tor the b. Go through the entire set of basic and alterna- 
. y y! tive settlement transactions first using the 
” nature of students’ questions as they arise. gross price method, then repeating the same 
o Barring necessary on-the-spot modification transactions using the net price method. This 
. to answer specific questions, one of two may be accomplished in one of two ways: 
30 general plans may be followed: i. By illustrating all of the seller’s entries be- 
: ; fore showing all of the purchaser’s entries, 
a. Complete each line horizontally before pro- or vice versa. 
e- ceeding to the next line by illustrating: ii. By completing each line horizontally before 
30 1. The sale entry followed by the purchase going on to the following line. 
entry using the gross price method. ‘ r 
on ii. The sale entry followed by the purchase Especially when procedure b. is followed, 
od sf entry using the net price method. the instructor may drive home the points 
re iii. Payment by the purchaser followed by col- of difference between the pricing methods 
of | lection by the a under ~ gross price by not entering the additional account 
st method when the best possible terms are titles required for the net price scheme 
taken advantage of by the purchaser. i] 1 I f 
. iv. Payment by the purchaser followed by col- ue actus ly needed. In both o the 0 
: 8 lection by the seller under the net price al plans listed above, presentation of the 


method in the same circumstances. gross method first reflects this writer’s 
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bias. Switching the general order to show 
the gross price procedure last might be 
utilized by an instructor who prefers to 
emphasize that procedure. 

A necessary part of the illustration of 
these procedures in the suggested “pack- 
age”’ form is to point out to students that 
recording by the gross (or net) method in 
one set of books is not predicated upon the 
particular method used in the other. Al- 
though this fact will be obvious to the 
instructor, because of the nature of the 
illustration the unwary student may be 
led astray. 

There is a confusion in terminology 
which may be brought out in classroom dis- 
cussion of this subject: The credit term 
“net/30” really means that settlement of 
the gross amount will be necessary if the 
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purchaser does not take advantage of the 
smallest (net) payment available to him, 
Terms comparable to those shown in the 
illustrative example really should be stated 
as “3/5, 2/10/ g/30”! 

There is an opportunity also to bring 
into the lecture the relationship of the 
going-concern concept in accounting to 
each of the opposing systems of recording 
purchases and sales. This concept tends to 
support a preference for the net price 
method. For from the viewpoint of the 
purchaser, if a going concern, the decision 
to purchase will be predicated upon the 
lowest cost at which goods can be acquired. 
And the seller as a going concern will 
give preference to buyers with the highest 
degree of liquidity in order to maximize 
utilization of his own working capital. 


TEACHING BUDGETING AND CONTROLLERSHIP* 


E. L. THEISS 
University of Illinots 


There were about 50 members in at- 
tendance, many of whom are giving courses 
in Budgeting, and a few also giving courses 
in Controllership or Managerial Account- 
ing. 

Considerable discussion centered on the 
the purpose of a course in budgetary 
control. Opinions varied, but there seemed 
to be a consensus, (1) that such a course 
should teach students how to prepare a 
business budget, and (2) that students 
should learn how a budget is to be used by 
management, in establishing controls at 
all levels of management, how current 
operations are measured, and how the 
variations from the budget are analyzed 
and reported to management. 


* Report of Discussion at Roundtable at the Ameri- 
can Accounting Association meeting, Denver, Septem- 
ber 6, 1951. 


Much consideration was also given to 
the possible content of such a course. It 
was brought out that a shortage of good 
textual material still exists. Some of the 
teachers of budgeting have collected prob- 
lem material, which consists in most cases 
of short problems, covering a wide variety 
of businesses. A few of the teachers pres- 
ent suggested the need for a complete case 
for classroom use. Representation from 
the University of Illinois, Illinois Institute 
of Technology, and George Washington 
University reported not only that they are 
using complete cases in the classroom, 
but are also requiring students to visit 
businesses, that have fairly good budgets 
in operation. 

Discussion was also directed to certain 
problems involved in presenting courses 
in controllership—or managerial account- 
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ing. In this broader field, there also exists 
a greater need for textual material. In 
many of the Universities represented, no 
such special courses have been introduced. 
but quite a number present at the round 
table, indicated that their schools are 
considering giving such a course, and some 
have already outlined its content. A few 
schools offer such a course now. 

Professor Benninger (University of Mis- 
souri) stated that, in his opinion, control- 
lership includes the whole of accounting, 
statistics, office management and budget- 
ing. Others pointed out a great need exists 
for some special instruction in this field 
of coordination, both at the graduate and 
undergraduate levels. The highly special- 
ized duties of the controller—mainly in 
the field of collecting and interpreting 
data for use by management—should be 
presented to students of business—in a 
special course designed for this purpose, 
rather than expecting students to get 
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hold of this technique from a study of 
various management and accounting cours- 
es. It seemed to be the consensus that a 
course in controllership—should be sepa- 
rate and distinct from CPA preparation 
courses or other special kinds of account- 
ing courses, and that the controller’s work 
in coordinating operations be clearly de- 
fined and described. The hope was ex- 
pressed that suitable material for such a 
course would soon be developed, with 
problems that can be used in the classroom. 

It was generally agreed that both budg- 
eting and controllership courses belong 
essentially in the field of management, 
but much of what has been produced and 
is now available has been developed by 
accountants and teachers of accounting. 
Perhaps some controller, who has come 
into his work by the accounting route, may 
soon feel the urge to produce the much 
needed textual material in controllership 
and budgeting for classroom use. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


HE FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 
"Tc Institute of Accountants and were presented as the second half of the May, 
1952, C.P.A. examinations in accounting practice. The candidates were required to 
solve all problems. The time allowed was four and a half hours. The weights assigned 
were: problem 1, 15 points; problem 2, 10 points; problem 3, 25 points. 
A suggested time schedule is given below: 


Problem 1 75 Minutes e's 
Problem 2 40 Minutes te 
Problem 3 120 Minutes 3 = 


No. 1 


The following items relate to federal income taxes. An answer sheet has been pro- 
vided for your convenience. No reasons need be given to support your answers. Your 
grade will be based on the number of correct answers you submit. 


a. The following statements are to be answered by deciding whether the statement is generally true or false. 
If the statement is true, enter (a) on your answer sheet; if the statement is false, enter (b) on your answer sheet. 

1. Husband and wife live together, husband entirely supporting spouse. Wife dies during taxable year. Hus- 
band may not file a joint return and claim an exemption for his wife since she was not alive for the entire 
taxable year. (a) True, (b) False. 

2. Taxpayer files a joint return. He supports his wife’s cousin. He may not claim his wife’s cousin as a de- 
pendent. (a) True, (b) False. 

3. T purchased annuity in 1948, paying $60,000 by terms of which he is to receive $5,000 annually, commenc- 
ing in 1951. T will be required to report gross income of $3,200 for 1951 in respect to this annuity. (a) True, 
(b) False. 

4, T is paid part of his 1951 salary in 50 shares of X Corporation stock which has a par value of $100 a share. 
At date of receipt the stock is worth $60 per share. T must report $5,000 as income in respect to the X Cor- 
poration siock. (a) True, (b) False. 

5. It is mandatory for the taxpayer to amortize the premium paid on wholly tax-exempt municipal bonds. 
(a) True, (b) False. 

6. ct — bad debt is treated as a short-term capital loss in the year it becomes worthless. (a) True, 

b) False. 

7. Taxpayer, an individual who is on the accrual basis, signs a pledge in 1951 to contribute $500 in 1952 to 
rs) — Red Cross. This transaction constitutes an allowable deduction for the year 1951. (a) True, 
(b) False. 

8. If taxpayer sells securities at a profit and within 30 days thereafter acquires an equivalent amount of sub- 
stantially identical securities, no gain is recognized. (a) True, (b) False. 

9. Hotel expenses incurred by an employed salesman while away from home on business are deductible for 
the purpose of determining adjusted gross income. (a) True, (b) False. 

10. Taxpayer, a married man with two dependents, receives $4,800 in salary, subject to withholding, and $800 
in dividends. He is required to file a declaration of estimated tax. (a) True, (b) False. 
11. Taxpayer furnished 80% of the support of his sister who is married and who filed a joint return with her 
husband. Taxpayer may not claim his sister as a dependent. (a) True, (b) False. 
12. X owns securities which yield $200 per year in taxable interest. He has directed that the interest be paid 
to his son. The interest income is taxable to X. (a) True, (b) False. 
b. The following are to be answered by indicating the letter which identifies the correct answer for each situation: 

1. T, a calendar-year taxpayer who keeps his records on the accrual basis, receives on November 1, 1951, 
$3,600 covering rent for a three-year period, commencing January 1, 1952, on a store which he owns. For 
the year 1951, T should report as gross income, with respect to the rent received: (a) 0, (b) $200, (c) $1,200, 
(d) $3,600, (e) some other amount. 

2. X, an infant 14 years old, earns $400 during the taxable year by selling newspapers. This constitutes his 
gross income for the year for federal income tax purposes. 

(a) X is required to file a tax return. 
(b) X need not file a tax return but his father, Y, must include on his return the $400 earned by X. 
(c) X need not file a tax return, and his father need not include on his return the $400 earned by X. 
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3. An unmarried taxpayer, age 32, with two dependents, has adjusted gross income of $4,000. During the 
current taxable year, he incurred, but did not pay, hospital expenses of $350. He paid incidental medical 
expenses of $25. What amount is deductible as medical expenses? (a) $175, (b) 0, (c) $150, (d) $375, 
(e) answer other than indicated. 

4. On July 1, 1949, Jones leased land and buildings to the ABC Company. The company made improvements 
amounting to $2,000 on the buildings. Jones had purchased the land and buildings for $20,000 on Janaury 1, 
1949, and was depreciating the buildings at 5% each year. On July 1, 1951, Jones repossessed the property 
which at that time had a fair market value of $23,000. What gain must Jones report on repossession? 
(a) $5,500, (b) $3,500, (c) $2,000, (d) 0, (e) some other amount. 

c. Jackson, who owns and operates a business as an individual proprietor, had the following transactions during 
the taxable year. For each transaction you are to state (a) the amount of recognized gain or loss, and (b) 
the tax basis of the new asset. 

. He exchanged a machine having an adjusted basis of $4,000 for a similar machine worth $2,200 and received 

$1,200 in cash. 

He exchanged a truck having an adjusted basis of $2,200 for a truck having a fair market value of $1,800 

and received $700 cash on the trade. 

. He exchanged a pleasure car for which he had paid $1,500 and gave $600 cash for a new pleasure car listed 

at $1,900. His old car had a cash sale value of $1,400. 

. He had one machine destroyed by fire. He collected $10,500 insurance and immediately purchased a similar 

machine for $12,000. The machine destroyed had an adjusted basis of $9,600. 

. He sold for $4,500 a machine which had an adjusted basis of $7,500 and immediately purchased a similar 
machine, using the proceeds of the sale and $7,500 additional cash. 

. Indicate whether or not the following items received during 1951 are includible in gross income of recipient 
for the year 1951 by the use of the following letters: (a) Yes, (b) No. 

1. Amount received from an employer as severance pay. 

2. Pension of $1,500 paid voluntarily by a company to a retired employee. (Employee has contributed nothing 

toward this pension.) 

3. Dividends received by the insured on a life insurance policy. 

4, Amount received as a result of a suit for personal injuries. 

5. Compensation for persona! injuries sustained under workmen’s compensation acts. 

6. Unemployment insurance benefits paid by a state. 

7. $800 insurance premiums paid by corporation on life of T, its president, where T is permitted to name the 
beneficiary. 

8. T is insolvent both prior to and subsequent to forgiveness of a $5,000 debt which T owed L. 

9. $1,000 market value, at date of receipt, of exempt municipal securities received by T as dividend on X 
Company stock which he owned. 

10. Supper money received by T and deducted as ‘“‘Miscellaneous Expenses” in the employer’s tax return. 
11. Reward of $1,000 received by T for prevention of a bank robbery. 
12. Interest of $50 received on a Postal Savings Account which he had deposited in February of 1940. 


No. 2 


The Metal Products Co. manufactures three different models of a single product. 
From the following data you are to prepare a schedule, supported by computations, 
showing the sales quantity and sales dollar figure for each model necessary to enable 
the company to cover its non-variable costs. 


a 


Qa. 


Annual Budgeted Budgeted 
Sales 


Sales Unit 
Model Budget Sales Allowances 
Number (Units) Price for a Year 
1952 ESTIMATES 
Quantity Over-all Estimated Cost per Unit 
Model Budgeted 
Number For Total Variable Non-Variable 
Production Cost Cost 
No. 3 


M and N form a partnership in July 1951 to sell a product for which they have an 
exclusive franchise covering 20 counties of a state. In order to fully exploit the market, 
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they establish a branch in one town. This branch is operated by a manager. The partner- 
ship did not employ a bookkeeper since N was expected to keep such records as were 
needed. However, after operating until October 31, 1951, the partners agreed that N 
did not have sufficient time available to keep the necessary records. Jones and Johnson 
were engaged to correct the present records and prepare financial statements as of 
October 31 after which the business expects to employ a bookkeeper. 

There are three models of the product which are handled by the firm. Sales price and 
cost are as follows: 


Sales Price CosttoM & N 


Salesmen are employed on a commission basis. Advances are made to several of the 
salesmen which are to be offset against future commissions. The firm had to finance 
some of its inventory by borrowing from a local bank against warehouse receipts. In- 
stallment notes accepted in settlement of sales are discounted at their bank on a re- 
course basis. Interest and finance charges are included in the face amount of the notes. 

The branch was opened August 1. Shipments of the product are made direct from 
the manufacturer to the branch, but billed to the home office. The home office bills 
the branch at 20% above cost for such merchandise. The branch is to have a working 
fund of $2,500 operated on an imprest basis. Cash received from branch sales are de- 
posited in a separate bank account subject to withdrawal only by one of the partners. 
Weekly reports are sent in by the branch manager. 

The books set up include a Cash Receipts Book, a Cash Disbursement Book and a 
General Journal in addition to the General Ledger. No postings have been made in the 
ledger. Therefore, the accountant summarized the entries in the cashbooks and journal 
and prepared the following summaries prior to posting to ledger accounts: 


CASH RECEIPTS BOOK SUMMARY 


Debit Credit 
27,780 
Interest and finance charges 1,744 
2,778 
CASH DISBURSEMENT BOOK SUMMARY 
Sundry Columns 
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GENERAL JOURNAL SUMMARY 


Credit 


Investigation of the transactions revealed the following additional information: 
{, The purchases entered in the cashbook included only the cash paid from the bank account. Bank loans were 
obtained for the remaining cost of purchases but not recorded on the books. Purchases during the period were 


as follows: 
For Home Office Branch 
Mode 
No. Amount No. Amount 
50 $ 8,700 60 $10,440 
50 5,850 20 2,340 


A general journal entry was made charging the branch with the purchases at 20% above cost. This 20% was 
credited to Profit on Branch. 
. Home office sales were: 


Model X—42 units for $12,180 
Model Y—70 units for $17,150 
Mode! Z —36 units for $ 7,020 


The $10,700 of cash received from home office sales was entered in the cashbook. Installment notes havin 
a face amount of $28,520 which were accepted for $25,650 of home office sales were not recorded when received. 
Proceeds of discounting installment notes taken by the home office and by the branch were recorded in the cash- 
book. Face amount of $27,780 of home office notes were sold to the bank at a discount of $2,778. The remaining 
notes discounted were received from the branch. 
. Depreciation on the trucks should be $333 for the period with $130 of that amount chargeable to branch expense 
for truck used by branch. 
Sales commissions earned by home office salesmen amounted ot $4,350. Only $4,100 of this amount was subject 
to offset against cash advances made of $5,105, leaving $250 due to certain salesmen. 


w& 


5. Unpaid expenses of the office are as follows: 

6. Information obtained from the branch shows the following accounts: 
Debit Credit 


Other than the inventory account and the asset and liability accounts included above, it is the policy of the 
firm to have only income and expense accounts included in the branch accounts. 

The inventory at the end of the month at billing price to branch was $5,112. The credit to purchases was for 
5 of Model X returned to the factory for credit because they were defective and, therefore, charged to home 
office. All installment notes have been transferred to the home office. The Remittances from Home Office include 
the original cash fund and all expenses recorded. However, the actual cash in the imprest fund is only $2,037 
because of unreimbursed expenses of $87 sales commissions, $302 of office salaries and $74 of miscellaneous 
general expense. Unpaid advertising of $185 has not been recorded. Inventory on hand at branch consists of 
10 of Model X, 6 of Model Y and 14 of Model Z. 


Required: 

a. Prepare a worksheet for the Home Office accounts, with columns for Transactions, Corrections and Adjust- 
ments, Profit and Loss, and Balance-Sheet. 

b. Prepare a worksheet for the Branch accounts, with columns for Trial Balance, Corrections and Adjustments, 
Profit and Loss, and Balance-Sheet. 

c. Prepare a reconciliation of the reciprocal accounts on the books of the Home Office and of the Branch, selting 
forth the inter-office transactions. 
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Solution to Problem 1 


Solut 
(A) (B) (D) 
1. (b) False 1. (d) $3,600.00 1. (a) Yes (1) To 
2. (a) True 2. (c) 2. (a) Yes a 2 
3. (b) False 3. (b) 0 3. (b) No i Ta 
4. (b) False 4. (d) 0 4. (b) No co 
5. (a) True (C) 5. (b) No (5) a 
6. (a) True 1. (a) No Gain 6. (b) No % Te 
7. (b) False (b) $2,800.00 7. (a) Yes (8) Te 
8. (b) False 2. (a) $300.00 8. (b) No 
9. (a) True (b) $1,800.00 9. (a) Yes 
10. (a) True 3. (a) No Gain 10. (b) No 
11. (a) True (b) $2,000.00 11. (a) Yes 
12. (a) True 4. (a) No Gain 12. (b) No 
(b) $11,100.00 
5. (a) Loss of $3,000.00 Petty 
(b) $12,000.00 
; Sales. . 
Solution to Problem 2 Comm 
THE METAL PRODUCTS COMPANY Interes 
COMPUTATION OF SALES REQUIRED TO COVER ALL COSTS acre 
(1) (2) (3) (4) (5) (6) (7) .. 2 Home | 
ai ni les Rent 
Model Sal Net Variable Sales Required at Rent 
— — Allowance Sales Required Established Delive 
No. Price ° Costs Variable Variable : 
Price Cost Cost to Cover Price per — 
“4 Costs Unit Miscel 
100 $15.00 $.042 $14.958 $ 9.871 $5.087 $158,630.50 31,184 $467,760.00 Ge 
200 18.00 .03 17.97 10.25 106,275.00 13,766 247,788.00 
300 25.00 .041 24.959 15.436 9.523 83,200.00 8,737 218,425.00 Invent! 
Explanation Net 1 
(1) Total non-variable cost is determined by multiplying the budgeted non-variable cost per unit by the esti- 
mated 1952 production. 
(2) The unit sales required to cover costs is determined by dividing column 7 by column 6. 
Solution to Problem 3 
M and N 
WORKING PAPERS—ADJUSTMENT OF HOME OFFICE ACCOUNTS @T 
October 31, 1951 
Transactions Adjustments Profit and Loss Balance Sheet 
Dr. Cr Dr. Cr. Dr. Cr. Dr. Cr, Hom 
Cash—Home office bank. . . f1) $ (2) $ 78,356 $ 8,041 Bi 
Cash—Branch bank................ (1) 6,875 (1) 5,000 1,875 
Installment notes receivable. . . (1) (5) 740 
(1) 27,780 (6) 17,439 
(1) 10,700 (5) $25,650 $36,350 
Branch current account........... (2) (1) (7) 130 (6) 6.312 
(2 2,500) (3) 3,732 (10) 870 
(3) 22,392 
Interest and finance charges—expense. (1) 1:oe) $ 4.522 
Purchases (Cost of goods sold)....... (2) 17'910 (3) 18,660 (4) 30,000 (11) 7,440 21,810 
(2) 25,000 (4) 30,000 $ 5,000 
(2) 240 240 
Partners’ drawings.... ‘kaie (2 3,775 3,775 
Sales commissions...... bivncan (2 5,105 (8) 755 4,350 
Warehouse and delivery expense...... (2) 1,414 (9) $3} 1.713 Bra 
(7) 203 E 
(2) 410 410 
Miscellaneous selling expenses........ (2 3,059 (9) 212 3,281 
General and administrative expense... (2) 3,553 (9) 90 3,643 
(3) 15,000 15,000 
N’s Investment.......... (3) 15,000 15,000 
Interest and finance charges—income. . (5) 2,870 2,870 
Reserve for depreciation............. (7) 333 333 
(9) 398 
Advances to salesmen....... (8) 1,005 1,005 
Due from supplier.......... : (10) 870 870 
(11) «(7,440 7,440 Di 
$39,559 $39,220 


$198,952 $198,952 $86,005 $86,005 $39,559 $39,559 $36,391 $36,391 
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Solution to Problem 3 
KEY TO ADJUSTMENTS OF HOME OFFICE ACCOUNTS 


(1) To record summary of cash receipts record. (9) To record unpaid expenses. : 

(2) To record summary of cash disbursements record. (10) To record amount due from supplier for returned goods. 

(3) To record general journal summary. (11) To set up ending inventory: 

(4) To adjust the accounts for unrecorded purchases and unre- Model X— 8 Units @ $174.00........... $1,392.00 
corded bank loans. Model Y—30 Units a 4,410.00 

(5) To adjust the accounts for unrecorded sales. Model Z—14 Units @ 117.00........... 1,638.00 

6) To record notes received from the branch. —__- 

i To record depreciation on trucks. $7,440.00 


(8) To adjust sales commission account. 


M and N 
WORKING PAPERS—ADJUSTMENT OF BRANCH ACCOUNTS 
October 31, 1951 


Transactions Adjustments Profit and Loss Balance Sheet 
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
$ 2,500 (3)$ 463 $ 2,037 
Purchases (Cost of goods sold)...........--++++ 22,392 $ 1,044 (6) 5,112 $16,236 
22,550 $22,550 
2,955 (3) $ 87 3,042 
Interest and finance income................+0+ 1,764 1,764 
Remittances from home office................+. 12,706 (1) 12,706 
Home office current 18,483 22,392 (2) 6,875 $ 9,870 
Rent of office and equipment...........-.-...+ 540 540 
Miscellaneous selling expense.................++ 5,416 (4) 185 5,601 
General and administrative expense............. 1,051 (3) 376 1,427 
Accounts (4) 185 185 


$27,651 $24,314 


$78,326 $78,326 $25,471 $25,471 $27,651 $27,651 $10,486 $10,486 


KEY TO ADJUSTMENTS OF BRANCH ACCOUNTS 


(1) To close remittance to branch current account. (4) To set up liability for advertising expenditure. 
(2) To close deposits to home office bank account to the home office (5) To charge branch for depreciation on trucks. 
current account. (6) To set up ending inventory. 


(3) To record disbursements from petty cash fund. 


M and N 
RECONCILIATION OF CURRENT ACCOUNTS 
October 31, 1951 


Home Office Books 
Branch current account: 
expenses paid by home 10,206.00 
Purchases for branch (net): 
$21,348.00 
Profit included in billing price.................66- 3,558.00 17,790.00 
Installment notes received from branch...............e02eeeeeees 17,439.00 24,314.00 
Branch Books 
Home office current account: 
Installment notes sent to home $17,439.00 
Difference—profit on purchases credited by branch. $3,558.00 
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CANADA 


Queens University, Kingston, Ontario: 

R. G. H. Smarts has become Director of the 
School of Commerce. The former director, W. A. 
MACKINTOSH, has become Principal of the Uni- 
versity. 


ILLINOIS 
Southern Illinois University: 
Guy Trump has been made Chairman of the 


Department of Business Administration to suc- 
ceed J. W. Scorrt, retired. 


De Paul University: 

ANTHONY PorTENzIAna resigned in February to 
accept a position in industry in New Mexico. 

EArt CHRISTMAS resigned in June to join the 
staff of Wolf and Company, CPA’s, as a specialist 
in wage and salary stabilization. 

St Wynn has been named Educational Direc- 
tor of the Chicago Chapter, NACA. 


KANSAS 
University of Wichita: 

Wittram D. Tuxsury has resigned to enter 
public accounting in Dallas. Replacing TuxBuryY 
is H. C. KRUEGER as an assistant professor. 

Francis D. JABARA represented the University 
at the April meeting in Denver of the American 
Association of Collegiate Schools of Business. 

Witiu1amM F. Crum has recently delivered 
speeches before the Wichita Chapter of NACA 
and the First Regional Meeting of the Associa- 
tion of Clinic Managers. 

FRANCIS JABARA has been elected and WILLIAM 
F. Crum reelected to the Board of Directors of 
the Wichita Chapter, NACA. 


MASSACHUSETTS 
Clark University: 


Grorce E. HarcEst is currently serving as 
Vice-President of the Worcester Chapter, NACA. 


ASSOCIATION NOTES 


E. Burt AvustTIN 


MICHIGAN 


Michigan State College: 

Bruce FuTHey returned in September to his 
duties as associate professor of accounting from 
a two-year period as audit supervisor for the 
Atomic Energy Commission. 


University of Detroit: 

SHELDON W. McGraw, partner of Kins- 
worthy, McGraw and Wright, Certified Public 
Accountants, is teaching a course in controller- 
ship this fall. 


NEW JERSEY 
Rutgers University: 

Wituram J. von MINDEN has been elected 
Vice-President of the New Jersey Society of 
CPA’s, 

NEW YORK 
Brooklyn College: 

NATHAN SCHMUKLER is serving as instructor 
after recently receiving his Ph.D. in accounting 
from New York University. 


Long Island University: 

During the spring a Forum of Accounting was 
held at the University with speakers and sub- 
jects as follows: RayMonp G. ANKERs, “Oppor- 
tunities in Public and Private Accounting”; 
James T. Powers, “Accounting Opportunities in 
Government Employment”; ScHLOoss, 
“Graduate Studies and Their Contribution to 
Advancement in Accounting.’ ScHtoss also re- 
cently addressed the high school graduates of 
James Madison High School in Brooklyn on the 
subject of a career in accounting. 


TEXAS 
University of Houston: 


Howarp M. Dantets has been elevated to the 
rank of professor of accounting. 

Paut Z. BRocusTEIN has been promoted to 
associate professor. 


to 


ASSOCIATE MEMBERSHIP 


in the 
AMERICAN ACCOUNTING ASSOCIATION 


can be obtained by students 
FOR $1.50 PER YEAR 
($2.00 outside of Continental United States) 


Such membership includes a subscription to the ACCOUNTING REVIEW, which is mailed 
directly to the student. This is a quarterly publication, with issues in January, April, July, and 
October. Your first issue should reach you in about three weeks from the date of your order. 
As far as possible, new subscriptions will start with the latest issue already published at the time 
the subscription is received. Your subscription will be started with earlier issues if you so request. 


Applications should be signed by instructors who are members of the American Accounting 
Association, 


Associate memberships are intended as a below-cost subsidy to students and are not designed for 
use by other persons. A subscription under an associate membership will not be honored if it 
is to start after a person leaves the status of a student. Applications for full membership or sub- 
scriptions to the Accounting Review are available for persons who are not students. 


A student who now is an associate member may request that such membership be extended while 
he is in the armed services. Such extension will be granted only for one year at a time and only 
if the regular fee is paid and is accompanied by an associate membership blank signed by the 
student's last instructor. Additional requests for extension may be submitted in the future for each 
year the student is in service. 


Dues were increased to $1.50 per year ($2.00 outside of the continental 
United States) for applications postmarked on or after July 1, 1952, and 
for applications effective with the July, 1952 issue of the Accounting 
Review. 


WRITE FOR A SUPPLY OF APPLICATION BLANKS 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of Illinois 
Urbana, IIlinois 


(Place your name on this advertisement and use it as an order form) 
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BOOK REVIEWS 


ARTHUR M. Cannon, Editor 


Accounting and Auditing 


The Accountancy of Changing Price Levels. Institute of 
Cost and Works Accountants. (London: Gee & 
Company, 1952. Pp. 129. 15s. Abridged version in 
pamphlet form Pp. 25. 2s 6d.) 


The ever growing collection of economic literature 
which deals with the disturbing impact wrought by 
changes in the level and structure of prices stands as a 
monument to one of the most outstanding failures in 
recorded history: the failure of money as a standard of 
value. That the existence of an unstable monetary 
unit impairs the usefulness of accounting information 
is one facet of the total edifice on which everyone seems 
agreed. No corresponding consensus is apparent, how- 
ever, as to the exact nature of the impairment, the-ad- 
visability of altering accounting concepts and proced- 
ures to correct for it, or the means by which such a 
revision should be accomplished. In the U. S. the recent 
recommendations of the American Accounting Associ- 
ation’s Committee on Accounting Concepts and Stand- 
ards, and the Study Group on Business Income spon- 
sored by the American Institute of Accountants, al- 
though at odds in several important respects, evidence 
a basic agreement on the proposition that any adjust- 
ment should be made in terms of an index of the general 
value of money. 

This work, the result of a study by the Research 
and Technical Committee of the British Institute of 
Cost and Works Accountants, rejects this approach for 
reasons which are never clearly specified. The study is 
divided into three parts: (1) A discussion of the effect 
of price changes on business operations and accounting 
results, (2) A statement of “the principles which govern 
accounting for the effects of changing price levels” 
followed by a series of specific recommendations, and 
(3) A description of the means by which the Commit- 
tee’s proposals might be implemented. 

Although the term “price levels” appears in the 
title and throughout the discussion, it is apparent that 
the Committee is primarily concerned with changes in 
specific prices rather than with changes in the value of 
money per se. This contention would perhaps be con- 
tested by those who framed the report; it is based, how- 
ever, on the implications which may be derived from 
the Committee’s proposals. 

The Committee concludes that present financial 
and operating statements fail to reflect the impact of 
changing price levels in two major respects: (1) a dis- 
tribution of accounting profits may involve a distribu- 
tion of “real” capital; (2) the measurement of business 
transactions in terms of money does not reflect accurate- 
ly the results of business operations in terms of “real” 
values. The term “real”? is not defined in the report, 
except insofar as a footnote states that by this is meant 
the “economic conception.” Unfortunately economists 


have only slightly less difficulty with the concept than 
accountants; therefore the meaning must be inferred 
from the textual discussion. 

To correct the first deficiency, the Committee ad- 
vocates a “recovery” concept of “real capital mainte- 
nance”; they state that rea] capital is maintained when 
the proceeds of the sale of goods and services are suffi- 
cient to replace the goods consumed in production, 
satisfy the claims of the taxing authorities, and remune- 
rate adequately those who provide the business with 
capital. In order to determine when this has occurred 
it is necessary to compute “real profits.’”” The Committee 
recommends that these concepts be implemented by 
computing periodic profit net of a charge against reve- 
nues in an amount sufficient to provide for the current 
cost of replacing the materials, supplies and the services 
of tangible fixed assets which have been consumed 
during the period. In addition any failure on the part 
of such cumulative charges to “provide for the full 
current replacement cost” of such assets should be 
“made good by an appropriation of profit.” Such charges 
will be offset by credits to an Excess Replacement Cost 
Reserve to appear in the Reserve and Surplus section 
of the balance sheet. 

The possibility that cumulative charges based on 
current replacement costs may prove excessive if prices 
should fall prior to actual replacement is covered by 
a warning (in an appendix) that “if and when conditions 
of falling price levels apply, these reserves will be drawn 
upon to increase money profits.” Whether this refers 
only to the excess of currently expiring actual mone- 
tary costs over current replacement costs, or to the 
entire cumulative excess provision is not specified; the 
illustrations are all drawn under conditions of rising 
prices. 

The concepts of real profits and real capital implied 
by these procedures relate to a rather special use of the 
term “real.” It is not changes in the significance of 
money as a standard of value which are being accounted 
for, but changes in its significance as purchasing power 
over particular tangible assets. One of the basic ob- 
jections to such a concept of capital maintenance is 
that it focuses attention on the maintenance of the ag- 
gregate quantity of inputs rather than on the aggregate 
quantity and quality of outputs; with the continuing 
development of more productive equipment and new 
and improved products it is clearly the latter which is 
of greater significance in determining whether the integ- 
rity of the firm’s capital has been maintained. 

With respect to the second deficiency of present 
accounting procedures, namely, the failure to account 
for the results of business operations in terms of com- 
parable values, the Committee recommends two solu- 
tions: (1) “To provide information on which future 
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action can be determined, the money values should be 
converted into money values of the latest date in rela- 
tion to which the information is prepared.” (2) To 
provide an account of “stewardship in terms of real 
yalues and ensure the maximum comparability of ac- 
counting data, the money values should be converted 
into money values of a previous point in time,” the 
appropriate time being that at which the “largest sub- 
scription of proprietorship capital was made.” 

In implementing the first proposal, each item in the 
fnancial statements is to be converted to “current 
money values.” Cash, receivables, and current liabilities 
are to be reported at their book values. Investments 
and long term debts are to be valued at their currently 
ruling market prices. Fixed assets and materials are to 
be valued at their present replacement cost, adjusted in 
the case of depreciable assets to allow for cumulative 
amortization. Capital stock is to be valued at its market 
price, or if shares are not quoted, on the basis of a share 
price index for companies in the same industry. The 
excess of assets over liabilities and capital stock so 
determined is the total currently valued surplus, which 
may be subdivided into reserves, unappropriated profits, 
and a residual gain or loss on the conversion of profit 
and loss and balance sheet items. Revenue and expense 
amounts should likewise be converted to current 
amounts on the basis of appropriate indices to indicate 
the current dollar amounts which would be realized 
from the same volume of sales, and the current dollar 
outlays which would have to be made to acquire the 
same amounts of goods and services which have expired 
during the period. 

The second proposal is to be implemented in a simi- 
lar manner by converting the book values of each 
amount on the financial statements to their equivalent 
as of the selected base date. In preparing these state- 
ments all items are subject to conversion: receivables 
and trade debts by applying to the book values the 
price index of the goods and services to which they 
relate as of the base date; cash on the basis of its pur- 
chasing power over the commodities and services which 
the business buys as determined by the index used to 
convert trade debts. All other amounts would be con- 
verted similarly, the general principle involved being 
an attempt to determine what their amounts would 
be in terms of prices ruling at the base date. A residual 
gain or loss from conversion of both profit and loss 
items and balance sheet items produces an equality 
of assets and equities. 

Aside from the obvious difficulty of obtaining ap- 
propriate and comparable price indexes, the reviewer 
admits to an inability to grasp the significance of an 
attempt to neutralize all price changes. Such a process 
inevitably obscures the very significant gains and losses 
which arise from the ownership of assets which have 
increased or decreased in value relative to all other 
goods in the economy. The assumption that all price 
changes result from an unstable monetary unit is 
scarcely more tenable than the assumption that money 
is of constant significance over time. 

Whether one agrees or disagrees with the Commit- 
tee’s proposals, this work represents a worthwhile addi- 
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tion to the body of literature in this area. Its prime 
contribution lies in the carefully prepared discussion 
of the impact of price changes on accounting data and 
the illustrative material in support thereof. Its basic 
significance stems from the fact that an important body 
of accountants has taken a positive position on a highly 
controversial problem. Its general weakness, in the 
opinion of this reviewer, lies in the fact that it never 
quite succeeds in coming to grips with the fundamental 
assumptions on which the proposals are based. 

CHARLES E. JOHNSON 

Associate Professor of Accounting 

University of Oregon 


Selected Readings in Accounting and Auditing. Edited 
by Mary E. Murphy. (New York: Prentice-Hall, 
Inc., 1952. Pp. x, 431. $3.95.) 


News of an “anthology” of accounting articles is 
good news to teachers of accounting. It is a wholesome 
break from the familiar stream of textbooks for stu- 
dents and handbooks for the “trade.” This book is one 
of the first of its kind, and Mary Murphy has staked 
out for herself a reasonable task that is commendably 
done. 

Some seven sections divide the book. The lengths 
of the different sections—and hence the emphasis given 
—are understandably uneven. Just how the space is 
rationed can be seen from the table following: 


%of No.of 
Book Excerpts 
. Science of Accountancy 12 6 
. History of Auditing 20 
. Financial Statements 8 
. Consolidated Statements 8 
. Costs, Budgets, Governmental 
Accounting and War Contracts 8 
. “Great Issues”? Under Debate 30 
Look Into the Future 
Bibliography (Approx. 250 Ref- 
erences) 


Section 


100% 


The book is composed of recent writings. Nearly 
all of the excerpts are from articles that were published 
in the last ten years, and many of the latter are less 
than five years old. The writings are limited to English- 
speaking authors. English and British Commonwealth 
writers are represented in Sections III (1), IV (2), 
VI (5), and VII (1). The rest of the pieces are by Ameri- 
can writers. In Section VI, the editor gives generous 
space to the writings of a new but active British group 
that writes for the periodical “Accounting Research,” 
published in England. 

Pronouncements of professional bodies are found in 
but a few places. The American Accounting Association 
statement on principles, 1948 edition, is reproduced in 
full. So is a statement on consolidated accounts by a 
special committee of the English Institute of Chartered 
Accountants. In releasing this “‘statement,” the Coun- 
cil of the Institute acknowledged the value of the com- 
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mittee’s work but withheld official approval “in view of 
the absence of any long-established practice on many 
of the points involved.” This is a good reminder that 
consolidated reports are still largely an American phe- 
nomenon. There is also a statement of internal auditor’s 
responsibilities, by The Institute of Internal Auditors. 

How may this book be used in college classes? 
It would fit in well with a course on “accounting his- 
tory,” or “accounting theory,” but few schools offer 
such courses. Perhaps the best possibility is to use the 
book as required supplementary reading in a combina- 
tion of the standard courses such as those in auditing, 
intermediate accounting, and advanced accounting. 

Are future books of readings likely to follow the pat- 
tern of Mary Murphy’s book? A book of excerpts—such 
as this anthology—possesses the big advantage of cap- 
turing the full flavor of original writings. When at- 
tempted in the field of accounting, however, the anthol- 
ogy idea is apt to meet an even bigger disadvantage. 
In selecting a piece, there is the ever-present danger 
of scooping up irrelevent passages along with relevent 
ones, and commonplace observations along with those 
worth quoting. This cannot help but reduce a book’s 
value to the reader. 

Book of readings in accounting undoubtedly have an 
important future, but they are likely to come from the 
pens of authors rather than editors. One interesting ex- 
periment would be to re-write sources selected in the 
form of digests, making full acknowledgment and citing 
source so as to enable the reader to find and consult any 
of the writings which he may wish to read in the original. 
Such a digest could easily attain several times the cover- 
age of points and writers, in a given length of book, 
which is possible in a straight collection of excerpts. 
In Miss Murphy’s book, it took some 4CO pages to pre- 
sent 45 pieces, but the interested reader is asked to go 
to original sources and pursue some 250 references if 
he would enrich his mind further on the topics included 
in the book. 

A second approach is to try, as Stephen Gilman tried, 
to keep the scooping of original writings in much smaller 
scale—using the paragraph instead of the relatively 
long excerpt. In Gilman’s book, “Accounting Concepts 
of Profit,” the author wove into any particular discus- 
sion in hand, immediately relevent observations of 
others. This called for pin-pointing the quotations, 
which works only and in the degree of the care and dis- 
crimination exercised in finding and selecting the para- 
graphs to be quoted. The design of this type of book is 
clear enough: to offer the reader a great array of original 
and distinctive writings of others, as woven into the 
author’s own presentation. The author of that kind of 
a book gives each subject-matter taken up a definite 
direction and a definite analytical content. At the 
same time, by careful and liberal citing of important 
milestones of original thinking by others, he can ma- 
terially raise the poignancy of the presentation as a 
whole. Stephen Gilman’s well-known effort is as much 
a trail blazer in that approach as Mary Murphy’s 
book is as an anthology. 


Harry D. KERRIGAN 
Professor of Accounting 
University of Connecticut 


Classification in Accounting. A. A. Fitzgerald and L, 
A. Schumer. (Sydney, Australia: Butterworth & 
Co. (Australia) Ltd., 1952; Toronto: Butterworth & 
Co. (Canada) Ltd. Pp. x, 261. $6.50.) 


The main purpose of Classification in Accounting, 
according to the authors, “ . . . is to examine the many 
bases upon which classification or division of accounting 
data may be made, the suitability of different bases for 
different purposes, and the respects in which different 
bases are, on the one hand, alternative or competitive 
and, on the other hand, supplementary or complemen- 
tary” (p. 16). Without doubt, the purpose is achieved. 

The book is based on a series of magazine articles 
in The Australian Accountant, Accounting Research 
and elsewhere. It is, nevertheless, well integrated, 
concise, and without digressions although opportunities 
are numerous. The book is an example of rational 
thought as well as an accounting book. 

Financial statements are classified (1) as activity 
and position statements, (2) as comprehensive and par- 
tial statements, (3) by classes of parties interested, and 
(4) by kinds of accounting units involved. The relation- 
ship of each kind of accounting unit (business enter- 
prises, non profit-making associations, trusts and 
governments) to each point is discussed throughout 
most of the book. 

The bases of accounting records discussed are the 
complete accounting basis and the financial transactions 
basis. The latter is further classified as accrual, cash 
and partial accrual basis. The similarities and differences 
between each basis are described in terms of the effect 
upon accounting results for successive fiscal periods. 

“Funds,” meaning total resources (a near obsolete 
definition in America), are classified by source (capital, 
creditors and revenue) and use (consumed in earning 
income, unconsumed assets, and distributed to pro- 
prietors). The authors predict, as Americans also have 
for about fifty years, that the funds statement will be- 
come a major financial statement. 

In Chapters 5 to 8 the major subclasses of proprie- 
torship and liabilities, assets, income or revenue, and 
costs and expenses are further classified according to 
fifteen bases such as source of funds, accounting period, 
administrative responsibility, liquidity, tangibility, 
normality, controllability, and taxability. 

In Chapter 6 Fitzgerald and Schumer trace the lack 
of uniformity in both theory and practice in the United 
Kingdom, Australia, and America arising from uncer- 
tainty of the true basis of division of current and fixed 
assets. They say that the definitions have traces of at 
least four bases of division—purpose use, liquidity, 
degree of permanence, and legal significance. They 
dislike the remedy of settling upon one of the four bases 
as a single test because it would result in unorthodox 
definitions of current and fixed assets. A second remedy 
would be to combine two or more bases into a single 
test and only the assets that meet the combined test 
would be classified as current assets. 

Fitzgerald and Schumer object to the use of the term 
“current” as the antithesis of “fixed” assets because 
unless, in terms of the test applied, one is the antithesis 
of the other in all respects, then “current” and “fixed” 

will not necessarily be exhaustive of the whole class. 
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The terms “current” and “non-current” are preferable 
because the divisions would be mutually exclusive and, 
together, exhaustive. They prefer Gilman’s classification 
of assets into three major divisions—cash and claims to 
cash, unconsumed resources, and uncollected income 
or debt owing to an enterprise. 

Fitzgerald and Schumer review American definitions 
of “cost” and “expense” which indicate that “.. . ex- 
pense is part of cost, and cost is part of expense—a 
paradox which exemplifies the sorry state into which 
accounting terminology has drifted” (p. 130). For 
convenience they adopt the term “negative income” to 
include both costs (direct and indirect production) and 
expenses (selling, administrative, and financial). 

Chapter 9 summarizes the preceding chapters and 
describes how a double entry bookkeeping mechanism 
may be designed to provide the desired classifications 
and divisions of accounting data. The volume of trans- 
actions of modern business can be fitted into the ortho- 
dox accounting plan (which indicates its versatility) 
and physically handled because of the development of 
composite journal entries and subdivisions of the jour- 
nal, mechanical bookkeeping devices, and controlling 
accounts and ledgers. 

Chapter 10 analyzes the arguments against orthodox 
accounting’s failure to show real income. Fitzgerald 
and Schumer speculate why the fall in purchasing power 
of money after 1940 resulted in more controversy than 
did a similar change after 1914. Solutions to the problem 
of money income versus real income are classified as 
proposals for revised records, revised financial state- 
ments without revision of records, and other plans. 
Fitzgerald and Schumer discuss the opinions of Ameri- 
can writers and conclude that general purpose account- 
ing should be continued on the money-outlay interpre- 
tation of cost. The index number method (Sweeney’s 
technique) is described as the most attractive proposal 
for the changes that are advocated. Their desire for 
general acceptance and uniform application of any 
change is conditioned first upon the revision of methods 
of presentation of accounting statements. Thereafter, 
they say, accountants should generally accept the new 
standards and then persuade boards of directors to 
adopt them for company reports. One wonders when 
such a highly controversial proposal would be accepted 
in view of the fact that use of the same plan for accept- 
ance of far less controversial ideas has encountered 
strong obstacles—at least in America. 

Social (national income) accounting is discussed in 
Chapter 11 as an example of an expanded accounting 
unit. 

The lengthy appendix contains eight charts of ac- 
counts with comments upon them for such diverse 
types of units as a department store, manufacturing 
company, service business, hospital, local government, 
and the Australian Broadcasting Commission. 

Classification in Accounting is a well written book 
that would be useful in American universities as basic 
reading for a course in accounting systems. It would 
probably be valuable as parallel reading for certain 
parts of an advanced theory course. 

RoBERT H. GREGORY 
Associate Professor of Accounting and Finance 
University of Buffalo 


Survey of Accounting. Leonard W. Ascher. (New York: 
Harper and Brothers, 1952. Pp. 717. $5.00.) 


This elementary accounting text is divided into six 
parts: 


Part I. Introduction, designed to distinguish between 
bookkeeping art and accounting science and 
to bring out the basic data with which each 
deals. 

Part II. The Fundamental Records—Double Entry 
Bookkeeping, designed to set forth the major 
classes of accounts and to demonstrate the 
phases making up the accounting cycle. 

Part III. Accounting for Different Types of Business 
Enterprise, designed to show the differences 
in accounting for sole proprietorships, part- 
nerships and corporations. 

Part IV. Accounting Theory, concerned with the 
problems of balance sheet classification and 
valuation, the determination of income, and 
the influence of changing price levels. 

Part V. Special Aspects of Accounting, consisting of 
chapters on accounting for manufacturing 
enterprises, consolidated statements, audit- 
ing, and tax and payroll accounting. 

Part VI. Conclusion, concerned with the analysis of 
financial statements and the evaluation of 
the validity and utility of accounting. 


Questions and problems in sufficient number appear at 
the end of each chapter. The problems for the most 
part are relatively short, a feature which is satisfactory 
in a survey course because of the greater coverage af- 
forded. No laboratory sets accompany the text, a fact 
which may deter its use. 

The reviewer finds that the text is weakest in its 
treatment of the accounting cycle (Parts II and III) 
and strongest in its coverage of accounting theory 
(Part IV). 

The exposition of the accounting cycle and the book- 
keeping aspects thereof are weak in several respects. 
An example is the limited columnarization of the 
journals illustrated. Another example is the use of the 
cost of sales account as an intermediate closing account, 
and the closing out of expense offsets and revenue 
offsets into the related expense and revenue accounts 
before final closing into the profit and loss account. 
An allied shortcoming is the closing out of the nominal 
accounts into profit and loss by a separate entry for 
each account instead of by compound entries for the 
accounts combined. More perturbing than these weak- 
nesses is the author’s failure to present the reasoning 
underlying many of the illustrative entries presented. 

The scope of treatment of the topics appears ade- 
quate except for that on accounting for manufacturing 
enterprises in Part V. Noticeably lacking is a discussion 
on the statement of change in working capital, i.e., 
the statement of funds. 

Arrayed against the deficiencies is the commendable 
treatment of accounting theory. The reviewer finds 
particularly stimulating Chapter 22 entitled ‘“Account- 
ing Theory and Principles,” and Chapters 31 and 32 
entitled, respectively, “The Problem of Changing Price 
Levels,” and “Alternative Methods for Correcting the 
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Effect of Changing Prices.”” The author does an excel- 
lent job of presenting and evaluating possible solutions 
to the problem of the changing purchasing power of the 
dollar. 

This text can be used most effectively in a survey 
course for those students who do not intend to major 
in accounting. The text furnishes such a student with a 
broad picture which points out the limitations, diffi- 
culties, and pitfalls of accounting; the framework of 
principles, conventions, and assumptions within which 
accounting functions; and the detailed procedures and 
devices employed to produce the finished financial 
statements. 

Joseru A. MAURIELLO 
Associate Professor of Accounting 
New York University 


Executive Accounting. Part One: Internal Business 
Control. Sixth Edition. Hadley Editorial Staff. 
(New York: McGraw-Hill Book Company, 1952. 
Pp. xx, 258. $3.50.) 


The authors have done a thorough job of writing to 
aid the executive who has little or no training in account- 
ing. One who already has some knowledge of accounting 
might be tempted to skim over some of the explanations 
because of the elementary style and easily interpreted 
illustrations. 

For the student, each step of the accounting cycle 
has a chapter of explanation with a carefully planned 
approach to the next step. The illustrations are plentiful 
but not overdone. About one-fifth of the text is devoted 
to problems, each chapter incorporating its proportion- 
ate share. There are short problems to set the mental 
picture of the chapter material. There are practice sets 
to clarify the connections between the various steps in 
the business cycle. 

The chapters covering cash receipts and disburse- 
ments have detailed explanations of internal control 
for both large and small businesses. The illustrations: 


(1) Point out procedures for the small business man 
who prefers a daily report of all transactions. 
(2) Provide for the business large enough to have 
reasonable divi ion of labor, with all records 
eventually centering in the general ledger. 
Most of the text follows this two-fold method 
in explanations. 


The two chapters on cash are followed by a chapter 
entitled “Banking Practices and Transactions.” To 
the average executive who has to plan carefully to 
meet the monthly bills and take available discounts, 
this should elucidate the banker’s view-point on the 
checking account. The chapter is a masterpiece of 
elementary explanation and illustration. 

Following are ten pages devoted to financial state- 
ments, as well as explanations of the ratios most com- 
monly used for statement analysis. There is just enough 
to show the possibilities to a beginner, but not enough 
to be confusing. The final chapter, dealing with the 
various forms of ownership structure, gives enough in- 
formation on the advantages and disadvantages of 


each form to convince the executive or student that 
there is much more to learn. 

Perhaps the most advanced chapter from the ac. 
counting point of view is “Payroll Accounting,” a 
carefully planned, well illustrated twenty pages con- 
cerning the various federal and state taxes. Whether 
one is a student working part-time and drawing a weekly 
check, or an accountant in charge of a large payroll 
the only difference discernible is the size of the figures. 
The members of the Hadley staff who organized this 
chapter are to be commended. 

This text could meet the requirements of the college 
student with other than a Business major, who has 
need for one course in accounting and business. 

J. V. Forpon 

C. A. Harris & Son, Inc. 

Ardenvoir, Wash. 


First Year in Accounting—Fundamentals. First Year in 
Accounting—Principles. Fourth Edition. David 
Himmelblau. (New York: Ronald Press Co., 1952. 
Pp. 267, 302. $3.50 each volume.) 


These two volumes are designed for the first year in 
accounting. Each is loose-leaf bound and convenient 
to handle, especially on the arm of a desk chair; each 
is divided into fifteen chapters. 

Volume one is designed as a text for beginning stu- 
dents interested in the application of accounting to 
business. The complete bookkeeping-accounting cycle 
is introduced in the first four chapters in a simple, well 
illustrated and concise manner. Then come merchandise 
accounts and records, cash, cash discounts and records, 
notes, adjusting and closing entries, fiancial state- 
ments, closing, post closing, and location of errors. 
Chapter eleven is devoted to the partnership form of 
business. Controlling accounts are presented in chapter 
twelve, with a very adequate chapter on ‘Inventories 
of a Trading Business.” Chapter fourteen is devoted to 
accounting for non-trading organizations, an unusual 
feature which gives to non-business students and espe- 
cially students not intending to pursueaccounting beyond 
the first semester, a concrete application of accounting 
not usually achieved in a first semester accounting 
course. The last chapter of the volume consists of essay, 
multiple choice, and true-false questions. 

The author develops the subject from the first 
chapter rapidly. Sentences are usually short, clear and 
concise; there are ample illustrations, diagrams and 
charts. Where more than one method of presentation 
of a subject is acceptable the author illustrates each 
method. The text is surprisingly up to date in accounting 
terminology and thinking as demonstrated in the chap- 
ter on inventories. Each chapter usually contains a 
brief resume of previous chapters and practically all 
chapters contain one or more short summaries. 

An outstanding feature of this text is the splendid 
selection, content, arrangement and adequacy of the 
questions and problems for home and class exercise. 
The class exercises are problems with blank forms in the 
text following each chapter; these are convenient. 

There is a practice set, also loose leaf, beginning 
with chapter two. As the text is developed, the journal 
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and ledger subdivisions are made by the student. The 
practice set assignments should keep the student alert 
to the development of the subject and in schools where 
Jaboratories are required, should add greatly to good 
Jaboratory and class coordination. The instructions on 
practice set material are complete but not verbose. 

The reviewer believes the author has done an excel- 
lent job of presenting the practical application of ac- 
counting to business, by a composite of accounting 
fundamentals and bookkeeping techniques which stu- 
dents can apply by the end of one semester. 

The second volume of the set “is a continuation of 
Fundamentals of Accounting, and follows the same 
general method of presentation. Taken together, they 
represent a full year’s study of accounting, and are 
designed to give the student a knowledge of the funda- 
mentals of the subject which will be useful whether he 
engages in business or follows a professional or public 
career. This volume is designed to acquaint the student 
with accounting as it applies to the corporation and 
large business activities. 

Again excellent problems and questions for home 
assignment and class exercises, and a coordinated prac- 
tice set, are included. The practice set starts with the 
organization of the corporation as a going concern, 
develops through the trading and manufacturing activi- 
ties. 

The first chapter describes the corporate form of 
organization and accounting in the usual manner, but 
in the minimum of words, leaving the individual in- 
structor the opportunity to supplement with his own 
state laws. The voucher system, with good description 
of the controlling phase, is well presented and illustrated. 

The bookkeeping procedures applicable to a large 
business are stressed. The matching of expense to in- 
come is well handled in chapter four under the headings. 
of prorating expenditures, depreciation and bad debts. 
Cost accounting has but one chapter devoted to it, 
but for a first year course this seems adequate when 
joined with the very good practice set and a chapter on 
“Inventories of a Manufacturing Business.” The usual 
materials on surplus, investments, bond issues, with 
attendant sinking fund, and sinking fund reserve are 
included. The final chapter is “Control Through Ac- 
counts” and though short is well organized and pre- 
sented. 

The texts contain no chapter or material on prepa- 
ration of payrolls, with the attendant problem of with- 
holding of income taxes, social security taxes, union 
dues or other items; no mention is made of unemploy- 
ment or federal and state income taxes. There are many 
teachers who feel, and the reviewer is one of these, that 
since such taxes are subject to constant change it may 
be better to have each instructor supply this material 
currently. However a loose leaf supplement, revised 
annually, would add materially to the text as first 
year students should certainly be familiar with the 
above subjects. 

It is the opinion of the reviewer that as a whole the 
coverage of subject material is good; the arrangement 
is expertly done; and assignments, questions, problems 
and practice sets are very good. This text and attendant 
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materials are definitely teachable and among the very 
best available. 
W. J. 
Professor of Accounting 
University of Idaho 


Asset Accounting. William A. Paton and William A. 
Paton, Jr. (New York: The Macmillan Company, 
1952. Pp. vii, 549. $5.) 


Whenever the dynamic William A. Paton writes or 
speaks, the accounting fraternity is interested. Now 
a father and son team has been formed to carry on. It 
is difficult, if not impossible, to determine the contribu- 
tion of the son, for the writing is replete with the familiar 
pungent expressions and the uninhibited thinking of the 
father. 

In 1941 Mr. Paton published Advanced Accounting, 
including the entire balance sheet and a number of 
related topics. Since that time accounting theory and 
practice have been subject to severe strains. The deter- 
mination of income and the valuation and analysis of 
balance sheet components have been complicated by 
by developments within our economic system. Theory 
must be re-examined, and every effort must be made to 
provide reliable and adequate information for the use of 
management. Under these circumstances the logical 
decision for the authors was to select that portion of 
the earlier edition relating to the asset side of the bal- 
ance sheet and to re-work and expand the material in 
the light of more recent developments. In doing this 
they were of necessity guided by the all-important con- 
sideration, the determination of income. Further, the 
equity side of the balance sheet could not be ignored 
and required extensive consideration in connection with 
the related asset and income problems. The title Asset 
Accounting is used in a broad sense. It is probable that 
other portions of the earlier book will be included in a 
second volume later. 

The authors are convinced that one of the major 
problems facing accountants has grown out of the severe 
and sustained price movements of recent years. They 
believe that it is time to re-examine the “cost approach” 
and do something about it in accounting practice. It 
is stated in the preface that “the problems of valuation 
as they relate to accounting are given systematic and 
straightforward attention, without apology, including 
the difficulties resulting from the change in value of the 
dollar.” It is to their credit that they have done just 
that. Probably the greatest contribution to accounting 
literature made by this book is the thorough and search- 
ing inquiry into valuation and other price level prob- 
lems. 

In the chapters relating to inventories a particularly 
interesting study is made of the effect of price level 
changes. The authors demonstrate that the view that 
declining prices give rise to unrecoverable inventory 
costs should not be applied indiscriminately. They 
decry the practice of “carrying forward inventory costs 
only to the extent that they are recoverable at a normal 
or anticipated margin of income.” 

In addition to the usual chapters relating to depreci- 
able fixed assets (plant) there are chapters on: Correc- 
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tion of Plant Cost and Accrued Depreciation, Changing 
Prices and Depreciation Cost, Adjusting Plant Cost 
and Depreciation—Outline of Procedures, Valuation of 
Plant, Plant Cost and Valuein Utility Field, and Depre- 
ciation of Utilities. While the chapters relating to utilities 
are excellent in character, one may question the advisa- 
bility of such extensive treatment in a college textbook 
on general accounting theory. 

The final chapter is devoted to the problem of find- 
ing the worth of a business enterprise as a going con- 
cern. It is thorough and complex and rather highly 
theoretical. 

The account terminology often is idealistic. If the 
term “surplus” were used in a single instance, this 
reviewer was unable to find it. The term “retained 
earnings” has much merit, but accountants are still 
searching for a simple term which will clarify a technical 
concept in the minds of readers without an accounting 
background. 

Mr. Paton is well known for his thorough and pains- 
taking work in the field of accounting theory. He puts 
a problem under the microscope and is not satisfied until 
he has examined it from ail possible angles. He is not 
interested in practical improvising, but he is interested 
in arriving at sound theoretical conclusions. 

Accounting practitioners and theorists will find this 
book challenging and helpful. It represents a keen and 
analytical approach to many accounting problems, and 
it will have a profound influence on the further develop- 
ment of accounting theory. 

Asset Accounting is being used as a textbook at the 
University of Michigan and no doubt will be used in 
many institutions. It will be difficult for mediocre 
students to master, but the better undergraduate stu- 
dents will find it a valuable textbook. It should be 
particularly suitable for use with graduate students. 

A problem book containing two hundred and seventy- 
five problems and cases has been prepared for student 
use. 

Harvey G. MEYER 
Professor of Accounting 
The University of Tennessee 


Fundamental Accounting. L. A. Schmidt and W. N. 
Bergstrom. (Chicago: Richard D. Irwin, Inc. 1952. 
Pp. ix, 517. $5.75.) 


This new textbook has much to commend its serious 
consideration for the first-year course in accounting. 
Its simple and concise writing style should insure that 
the student can put his total energy to mastering the 
principles and techniques described, rather than spend- 
ing himself on complicated verbiage. The many illus- 
trations which appear throughout the text are likewise 
well chosen, both from the point of view of assisting the 
student and of provoking his thinking. The problem 
material presented at the end of each of the chapters 
seems to be quite adequate to provide the necessary 
practical application by the student. 

A particularly interesting and valuable new develop- 
ment is the inclusion of a chapter on accounting ma- 
chine techniques. Included, as it is, after a discussion 
of traditional principles and techniques the authors 


are able not only to describe the operation of a variety 
of accounting machines, but also to clarify the relation- 
ship of the machines to manual performance. This 
chapter should prove to be valuable both to the student 
and to the instructor who invariably encounters student 
curiosity about machine accounting. 

Within the limitations imposed by their declared 
intention of following the “balance sheet approach” 
in their writing, the authors have done an excellent 
job of organizing, classifying and arranging the book into 
clearly defined sections. The section titles are as fol- 
lows: 

I. Fundamental Principles 
II. Fundamental Techniques 
III. Valuation and Income Determination 
IV. The Partnership Form of Business Enterprise 
V. The Corporate Form of Business Enterprise 
VI. Fundamentals of Manufacturing Accounting 
VII. Management Uses of Accounting 


Furthermore, the student should find the brief Intro- 
duction to each of the above sections a valuable aid in 
tying together what he has thus far learned, as well as 
a useful tool in orienting himself toward the chapters 
which follow. In brief, the presentation and form are 
excellent. 

Despite all the good that must be said about this text, 
there will be some who will find it disappointing. Most 
of this disappointment will stem from disagreement 
over the merits of what the authors described as the 
“balance sheet approach,” and which they follow quite 
consistently throughout. Provided only with an ap- 
preciation of the “balance sheet equation” and book- 
keeping techniques, it seems likely that the student, 
thus innocent of more basic theory, will turn to memory 
rather than the “independent thinking” which the 
authors expressly desire. 

Profit and loss approach advocates—those who be- 
lieve inventories, fixed assets, etc. can best be described 
simply as unamortized expenditures—will regard the 
efforts here to describe these assets in terms of “valua- 
tion” awkward and difficult for the student to under- 
stand and retain. This reviewer had a feeling of wander- 
ing without a compass through a forest of something 
vaguely called “valuation.” In the discussion of the 
many “valuation” situations, each apparently a prob- 
lem al] its own, one would hardly suspect that in many 
cases this “value” is nothing more than the unamortized 
productive expenditure. 

While the authors may be limiting their market 
largely to instructors of like mind, others will find it 
difficult not to admire the book’s style and organization. 

LAUREN M. WALKER 
Assistant Professor of Accounting 
University of Washington 


How to Make a Procedure Manual. H. John Ross. 
(Miami: Office Research Institute, 1951. Pp. 123. 
$4.50.) 


This book will be useful to teachers of Accounting 
Systems who are seeking a good statement of the rules 
for setting up standard practice instructions, with 
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numerous examples of what to do and what not to do. 
It will also be useful to private and professional systems 
men who design systems and write instructions, and to 
line accounting supervisors who have to transmit their 
own instructions and formalize them for continued use. 

The author has drawn upon his own experience in 
procedures and he has assembled numerous examples of 
procedures from various companies, to illustrate his 
points. The book covers all of the technical matters 
relating to procedures. It also includes pertinent dis- 
cussion of the practical aspects of management and em- 
ployee use and acceptance. 

The author defines “systems” as “the mechanics 
by which clerical routines are performed. They include 
equipment, forms and forms flow, sequence of opera- 
tions, and working conditions.” He defines “‘procedure” 
as “a formal instruction which controls the mechanics 
by which clerical routines are performed; including 
equipment, forms and forms flow, sequence of opera- 
tions and working conditions.” The book does not 
purport to deal with the structure of accounting manuals 
comprised of statements, classifications of accounts, 
descriptions of charges and credits to accounts, standard 
journal entries, and instructions in the use of forms. 
It does cover the area indicated in the definition. 

The chapters are titled: Definitions and Purposes; 
Designing a Standard Practice Form; Writing Style; 
Housing; Duplicating Methods; Classification and 
Numbering; Manual Content; and Control. There are 
three appendices of exhibits. The book itself exemplifies 
the rules which the author sets out. It is in good mechan- 
ical and expository style. It is logical in structure, clear 
and complete, and easy to read. 

The reviewer raises one demurrer, but to the preface 
and not to the chapters proper. He believes that pos- 
sibly the author overstates the relative importance of 
procedures (as he defines them later) in comparison 
with other types of communication between manage- 
ment and employees. This is a minor point, however, 
since the coverage and emphasis of the chapters are 
kept within proper perspective. 

The reviewer also believes that a bibliography, 
presented possibly as a separate pamphlet, would 
make the book more useful to teachers. There is a suffi- 
cient bibliography to warrant the attention of systems 
students. 

Cecrt GILLESPIE 
Professor of Accounting 
Northwesiern University 


M.A.P.I. Accounting Manual. Machinery and Allied 
Products Institute. (Chicago: Machinery and Allied 
Products Institute, 1952. Various pagings, $15.) 


Financial officers, accountants and general manage- 
ment engaged in the capital goods producing industry, 
and government administrators directly concerned 
with this industry, will find this manual a well-written, 
concise statement of the industry’s accounting and 
related control problems with suggested approaches to 
their solution. The Manual represents the combined 
thinking of some 45 accounting officers of companies 
affiliated with the Machinery and Allied Products Insti- 


tute, an organization which has as its stated purpose 
making the capital goods industry “better understood 
and an increasingly dynamic part of our economy.” 

Besides covering the industry’s distinctive problems 
which arise from “heavy capital investment, the rela- 
tively long production cycle, manufacture in small lots 
(not uncommonly single machines), heavy preparatory 
expenses for designing and development, and substantial 
expenditures for erection, installation, and servicing 
after the product has left the factory,” and “special 
problems in valuing inventory and in preserving the 
economic value of the capital through the erratic peaks 
and valleys of production,” the authors briefly touch 
upon the entire scope of accounting problems confront- 
ing financial officers generally. No attempt is made to 
provide accountants with readily adoptable detailed 
procedures. For these the reader is referred to a com- 
prehensive bibliography in the appendix. This concise- 
ness and the use of nontechnical language, together 
with an assumption that the reader does not necessarily 
understand the finer aspects of accounting principles 
and techniques, should give the Manual a broad appeal. 
It can serve that part of general management which 
has not advanced through the acounting ranks to bet- 
ter understand the problems of the accountant. 

To government administrators concerned with this 
industry, the manual should provide an insight to pos- 
sible internal financial effects of their regulatory ac- 
tivities. Accounting students will find it instructive 
because its concise content encompasses a complete ac- 
counting system for one industry. 

A third of the book is devoted to a recommended 
classification and description of accounts, so designed 
that individual companies can expand or eliminate 
accounts within the system. A Dewey decimal type of 
numbering system is used, the accounts being arranged 
in financial report sequence. 

Typical balance sheet and income reports are briefly 
described and illustrated using the latest generally 
approved terminology. Methods of accounting and 
maintaining control records for assets, considerations 
in determining depreciation methods, and replacement, 
repair, maintenance and disposition policies are dis- 
cussed in a section on property plant and equipment. 
The statement made therein that investment policy 
should be “based upon engineering, production, and 
sales data establishing the economic justification for 
such expenditures” is perhaps too brief to give the 
reader an idea of the real significance of this subject. 
Suggested methods or approaches for determining return 
on capital investment could well have been also in- 
cluded. 

The section on manufacturing cost, besides providing 
a good resume of the various costing and inventory 
pricing methods available to the industry (and to indus- 
try generally), contains some original diagrams illus- 
trating the flow of costs into inventory accounts and 
into manufacturing cost of sales. The special problems 
of allocating sales engineering and administrative ex- 
penses to product lines and products is covered generally 
together with a suggested technique for use in this in- 
dustry. 
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A section on internal control summarizes the basic 
principles with particular emphasis on the use and ob- 
jectives of an internal audit program and staff require- 
ments to carry it out. Eight pages are devoted to specific 
suggestions as to minimum work to be done in internal 
audits. 

The section on cost estimating covers general con- 
siderations in making cost estimates and their impor- 
tance. Another section covers forecasting, establish- 
ment of budgets, analysis of variances, break-even 
point determination, and profit-to-volume relationships. 
Suggested budget reports and expense reports and 
gramhic methods of depicting data are illustrated. 

rhis accounting manual perhaps is unique in that it 

ontains a brief section on pensions, but no attempt 
is made to evaluate the relative merits and weaknesses 
of the various types of pension discussed; nor is the 
adequacy of available financing plans covered. 

In a concluding section the authors point out several 
aspects of the problem of the changing value of the dol- 
lar. Here again, no solution is offered; the authors recom- 
mend “that industrial company managements and their 
financial advisors undertake renewed investigation of 
their financial accounts in terms of economic income 
and economic values.” 

In spite of its failure in some cases to present 
complete and usable answers to current accounting 
problems, the M.A.P.I. Accounting Manual will fulfill 
a real need for a specialized source of reference anda 
starting point from which accountants and others can 
undertake further study in these areas. 

Darwin M. LEy 
Finance Staff 
Ford Motor Company 
Dearborn, Michigan 


Manual for Mission Treasurers. George Gibbs. (Los 
Angeles; Protestant Episcopal Church in The 
Diocese of Los Angeles, 1951. Pp. 30.) 


Books and articles on the subject of the financial 
administration of churches are almost non-existent. 
Business procedure manuals for churches are even 
more rare. This manual is, therefore, a real step for- 
ward, and the author who is Treasurer of the Diocese, 
is to be congratulated on his pioneering endeavors. It 
is well written, well documented, and should be an excel- 
lent office manual for the mission treasurers. 

The responsibilities, duties and work of the mission 
treasurer are divided into six major topics. The first 
topic covered is the organization of The Protestant 
Episcopal Church, and the relation of each mission to 
the diocese and the national church. Then follow the 
major areas of personnel, physical properties, financial 
policies and practices, accounting, and finally, the re- 
ports of the mission treasurers. The manual thus an- 
swers a world of questions which a new treasurer would 
need to ask. It also provides specific answers to ques- 
tions of policy which arise in the financial administra- 
tion of the church. 

The topic of personnel is divided into two sub-topics: 
the vicar, and lay employees. Under the first sub-topic 
there are six items discussed: appointment, stipend 


(shockingly low), Federal income tax, pensions, Blue 
Cross insurance, Workmen’s Compensation Insurance, 
and vacations. Under lay employees, there are seven 
similar items. Each major topic is similarly broken down 
into easily handled items and therein lies part of the 
excellence of the manual. 

It is a difficult task to inform lay personnel of the 
technicalities of accounting and financial administra- 
tion, but Mr. Gibbs and his staff have done a good 
job. 

HARVEY SHERER 
Assistant Business Manager 
Oregon State College 


Internal Auditing Management Acceptance and A 
Bibliography of Internal Auditing Literature. Insti- 
tute of Internal Auditors. (New York: Institute of 
Internal Auditors, 1952; pp. x, 149, 76; $3.50, 
bibliog. alone $1.50.) 


Addresses presented at the tenth annual conference 
of the Institute (1951), are attractively bound with a 
70-page list classified by subject which is said to include 
“all text books, and articles in periodicals and other 
technical publications which deal with the subject of 
internal auditing. This includes books and articles, 
whatever the source; and naturally covers completely 
the literature which has been published by the Insti- 
tute.” Source material is completely documented and 
listings include brief summaries of the content of the 
material. There is an index of publishers and publica- 
tions. An interesting addition is the business affiliation 
of each author at the time of writing. This bibliography 
is a good job, and represents a lot of work, as anyone 
who has undertaken such a project will testify. 

The convention offerings include thirteen short 
papers and transcripts of discussions, largely technical 
in nature but largely in outline form, facilitating selec- 
tion of material of interest. 

Altogether this measures up to the high standard of 
quality already set by this relatively new and very 
promising professional group. 

A.M.C. 


Employment Outlook in Accounting. U. S. Bureau of 
Labor Statistics and Veterans Administration. 
(Washington: Government Printing Office, 1952; 
pp. 32, 20¢.) 


“The demand for accountants is expected to remain 
high during the entire period of defense mobilization 
and for a few years thereafter. In mid-1951 there was a 
scarcity of men qualified for top-level jobs and positions 
requiring narrowly specialized experience, but there 
was not as yet any serious general shortage of account- 
ants. Because the supply of accounting graduates is 
expected to fall sharply, at least until the middle of the 
decade, it is likely that employment opportunities 
for new graduates entering this field will improve greatly 
during the next few years.” 

“Future prospects in the accounting field are dis- 
cussed in... detail ...in this report. Other sections 
describe the early growth of the profession, the types of 
work done by accountants, the major fields in which 
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they are employed, and the training and experience 
required for professional positions. The working condi- 
tions and earnings in each major field of accounting 
are also discussed.” 

This is a highly useful and pertinent document that 
should receive wide circulation in the profession, in 
industry, and in the colleges. The authors know what 


they are taking about; their comments on wages and 
working conditions in public accounting offices especial- 
ly merit serious consideration in view of present diffi- 
culties in maintaining the quality and quantity of 
incoming accounting majors—which ultimately deter- 
mines what the schools can make available to the pro- 
fession. A.M.C. 


Business Mathematics 


Mathematics of Finance. Albert E. May. (New York: 
American Book Company, 1951. Pp. viii, 148, plus 
Appendix 10, and Tables 106. $3.00.) 


Business Mathematics. Walter F. Cassidy and C. Carl 
Robusto. (New York: Prentice-Hall, Inc., 1952. 
Pp. vii, 304, plus Tables 109. $6.35.) 


The first book above listed (May) covers the stand- 
ard topics associated with simple and compound inter- 
est: Introduction, 4 pages; Simple Interest and Simple 
Discount, 14 pages; Compound Interest, 23 pages; 
Simple Annuities (including Annuities Due, Deferred 
Annuities, and Perpetuities), 31 pages; Repayment of 
Debts (including Amortization by Equal Payments, 
and Use of Sinking Funds in Debt Extinction), 14 
pages; Bonds, 19 pages; Depreciation (including sec- 
tions on “Mine Valuation” and on Capitalized Cost), 
12 pages; General Annuities (payment interval and 
conversion period not equal), 12 pages; Life Insurance 
and Annuities, 13 pages. Answers to odd-numbered 
problems are included, 4 pages; and Index, 2 pages. 
The Appendix includes 5 pages on Logarithms, and 5 
pages on Exponential Equations, Geometric Progres- 
sions, and Expansion of Binomials. 

The second book (Cassidy and Robusto) provides in 
the first two chapters a brief review of some of the 
elementary topics in Arithmetic (13 pages) and Algebra 
(25 pages). Chapters which follow are: Exponents and 
Logarithms, 28 pages; Percentage, 9 pages; Cash and 
Trade Discounts, 5 pages; Simple Interest, 22 pages; 
Bank Discount, 12 pages; Profit and Loss (covering the 
subjects associated with mark-up of merchandise, and 
also including a section on merchandise turn-over), 
14 pages; Partnership (division of profits by arbitrary 
ratios, capital invested, average investments, and inter- 
est, bonuses, or salary), 9 pages; Real Estate (elemen- 
tary and non-technical notes and problems on financing 
a house, maintenance cost, rea] estate income, assessed 
valuation and tax rate, with a section on Fire Insurance, 
including coinsurance), 8 pages; Averages (simple and 
weighted averages, averaging dates of invoices, and 
equation of accounts—average date of an account), 13 
pages; Compound Interest, 36 pages; Annuities (same 
subject matter coverage as in May’s chapters on Simple 
Annuities and General Annuities), 48 pages; Amortiza- 
tion and Sinking Funds, 5 pages; Valuation of Bonds, 
8 pages; Depreciation and Capitalized Cost, 10 pages; 
and Life Insurance and Life Annuities, 19 pages. Answers 
to odd-numbered problems are included, 11 pages; 
and Index, 6 pages. 

Both books contain five-place log tables, number 


of each day in the year, Commissioners 1941 Standard 
Ordinary Mortality Table, and CSO Commutation 
Columns, in addition to ample Compound Interest 
Tables with values of all functions to eight decimal 
places. Various annuity tables in May include 30 rates 
of interest from }% to and including 73%, all given 
for 100 periods except for the rates }% to and including 
#% (10 rates) which are given for 200 periods. The same 
tables in Cassidy and Robusto include 28 rates of inter- 
est from }% to and including 63%, all given for 100 
periods except for the rates }{% to and including 14% 
(12 rates) which are given for 150 periods. Both books 
contain tables for the Amount of $1 for a fractional 
part of a year: May for all 30 rates included in his other 
compound interest tables (Glover’s Tables) with the 
standard fractional periods of 1 over 2, 3, 4, 6, and 12; 
Cassidy and Robusto for 25 rates from }% to 8% for 
fractional periods of 1 over 2, 3, 4, 6, 12, 13, 26, and 
52. May includes one additional table for facilitating 
the solution of General Annuities (Table VIII on 
page 240). 

Cassidy and Robusto have attempted to meet the 
growing demand in courses in business mathematics 
for adequate review and instructional materials to 
fortify the student’s background in arithmetic, algebra, 
and use of logs and to serve more fully the needs of the 
accounting, statistics, finance, marketing and other 
business courses which the student may subsequently 
take. Even in the review chapters on arithmetic and 
algebra, however, this need is only partially met. The 
chapter on Arithmetic Calculations, for example, is 
too brief to be of real use to the student who needs the 
review. The chapter on Algebraic Operations is consider- 
ably better, but the authors have found it fit to include 
sections on Quadratic Equations, Arithmetic and Geo- 
metric Progression, and the Binomial Theorem while 
omitting entirely Simultaneous Equations, Solution 
of Equations in Fractional Form, and the Solution of 
Exponential Equations. These omissions together with 
failure to give special attention to the solution of For- 
mulas at this point would be considered objectionable 
by many instructors. The section on exponents is good, 
but the section on Logarithms is only fair; the use of 
the block table form for interpolations would preclude 
efficiency of operation even though fully understood 
by the student. At no point in the discussion or illustra- 
tions is the student taught how to extract a root in 
excess of the square root of a number less than one, and 
the illustration on page 64 for extracting the square root 
of such a number is far from self-explanatory. The 
problems include only one item along this line, and that 
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involves the extraction of the square root of .6744, 
a problem identical in nature with that in the text 
illustration. 

A satisfactory selection of subject matter for both 
review and instructional purposes is difficult because of 
lack of standardization in courses of this type. This is 
due in turn to a lack of good text materials. The course 
in business mathematics, if it is to serve the needs of the 
student and of the various business courses, must be 
designed with these needs in mind from the very first 
assignment in arithmetic through the very last assign- 
ment in compound interest. A proper order of presenta- 
tion of the various subjects to be included is essential. 
Text-book writers in this field have in large measure 
failed to meet these requirements. 

Cassidy and Robusto state in their preface that: 
“An attempt has been made in this text to keep ex- 
planations simple, brief, and not too technical. Some 
facts and formulas have been stated without proof. 
Mathematical rigor has been avoided in the belief that 
it is neither desirable nor necessary on this particular 
level.” The necessity for simplification both in opera- 
tional techniques and in presentation is in no quarter 
more appreciated than by the reviewer, but it must be 
accomplished without sacrificing the life and vigor of 
the course, the challenge to the better students, nor the 
incentive and opportunity for understanding which is 
essential to maintain interest on the part of the student 
and to equip him with methods and techniques he may 
apply with confidence long after the course is completed. 
Many examples might be cited from the text, but one 
will suffice. On page 98 a formula is given for determin- 
ing the approximate rate of interest being paid on the 
typical equal monthly payment obligation. This formula 
is given in the chapter on Simple Interest without any 
indication of how it was arrived at. It can easily be 
shown that this formula was derived by dividing the 
average interest or carrying charge by the average 
balance of the installment obligation, but many students 
and many teachers would not be able to justify the 
formula nor to understand it in the form given. On the 
other hand, were the logic or basis of the formula ex- 
plained and the steps of its derivation shown, the stu- 
dent would have the basis for understanding, would 
gain valuable exercise in the application of algebraic 
techniques, and would be far more likely at a later date 
on the basis of his own thinking to arrive at that for- 
mula, or one that would serve the same purpose. 

Comments on the Compound Interest and related 
chapters in Cassidy and Robusto will be deferred until 
the following mention of Mays’ brief Mathematics 
of Finance has been completed. May states in the preface 
to his book: 

“College courses in the mathematics of finance 
too often have been reduced to a mechanical process 
of plugging numbers into memorized formulas. This 
inordinate dependence on memory tends to bury 
the fundamentals of the theory so that a student 
is lost unless he remembers the particular formula 
for a particular problem. Experience shows, too, 
that the many equations, so well remembered for 
the short span of the course, fade rapidly from mind 
within weeks of the final examination.” 


May restricts his book to the basic subjects common- 
ly treated in the typical Mathematics of Finance or 
Mathematics of Investment course. The introductory 
chapter emphasizes the idea of monetary equivalents 
where time intervals are involved, and outlines the 
subject matter to be covered in the subsequent chapters, 
A chapter on Simple Interest follows. The third and 
subsequent chapters deal with compound interest for- 
mulas and their application. Conversion periods, com- 
pound interest, and compound amount are explained. 
The compound amount formula is derived, and the 
accumulation factor (1+-7)" is emphasized. The present 
value formula is arrived at as a converse case of the 
compound amount formula, and the discount factor 
(1+i)—™ is presented. Converse case determinations of 
i and » by both interpolation in the compound interest 
tables and by use of logs are illustrated. In the following 
chapter the amount of an annuity and the present value 
of an annuity formula are derived. With proper em- 
phasis on the date at which these formulas determine 
the value of the annuities, the student now has the 
four basic formulas which permit solution of deferred 
annuity and annuity due problems, converse case de- 
terminations for sinking fund contributions, amortized 
loan payments, number of payments, etc.; all this with- 
out the introduction of new formulas. Bond price de- 
terminations by computing present value of the par 
plus present value of the cash interest payments and by 
the discount and premium method are also presented 
without the introduction of new formulas. Approximate 
determination of yield rate on bonds by the average in- 
terest income over the average investment method as 
well as the interpolation method are explained and 
illustrated. It should be noted in this connection that 
in the determination of the average investment in bonds 
in the illustrations on page 100, the author uses the 
maturity or redemption value at the end of the period 
in arriving at the average instead of the carrying value 
at the beginning of the last six-months period. Use of 
the last mentioned figure should produce a slightly more 
accurate yield rate approximation. 

If we were to judge this book by the “accounting 
slips and mis-statements that we have come to expect 
in such works,” we might quote from pages 106 and 107 
on Depreciation. This reviewer, however, prefers to 
consider the book on the merits of its basic approach 
and its possibilities as an aid to teaching the mathe- 
matics of accounting and finance. So considered, the 
general method, although not entirely new, is the ideal 
approach. Long experience in teaching mathematics of 
accounting courses has led the reviewer to use this as 
the natural and simple approach. Although the basic 
approach is very good, the author has not simplified his 
presentation to the full extent possible. The converse 
case formulas, the annuity due, deferred annuity, and 
bond price formulas, including the customary alternate 
forms may still serve a useful function provided the 
method is used to promote understanding. Too much 
“s angle m at #” may cause more confusion and lack of 
understanding on the part of the business student who 
is not accustomed to extensive use of symbols. As is the 
case in practically all books in this field, undue dif- 
ficulty is caused the student through the manner in 
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which equivalent and effective rates are presented. Why 
something basically so simple should be made so com- 
plex in the formula presentations is difficult to under- 
stand. 

Although May’s book has considerable merit from 
the standpoint of the approach and the order of pres- 
entation of materials, it may still offer difficulties in 
use as a textbook. As is the case with most books in this 
field, considerable teaching effort would be required by 
a teacher having the requisite training and ability. 

Cassidy and Robusto use the same approach as May 
in their compound interest chapters, and follow, with 
minor variations the same order of presentation. Gen- 
erally speaking, the two treatments are so much alike 


the presentation being considerably simpler in Cassidy 
and Robusto. On the other hand, Cassidy and Robusto 
omit some methods and techniques; for example, in rate 
and period determinations the interpolation procedures 
are all that are given, solution by logs merely being 
mentioned; annuity formula derivations are done only 
on equation of value basis; in connection with bonds the 
simpler premium-discount method of arriving at the 
bond price is not given, nor is the average income/aver- 
age investment method of determining the yield rate. 
Serial and annuity bonds which are treated briefly in 
May are omitted in Cassidy and Robusto. 

CHARLEs W. ALLISON 

Assistant Professor of Accounting 


that comparable difficulties would be found in each. One University of Uiah 
possible exception is in the case of General Annuities, 
Economics 


Business Forecasting, Principles and Practices. Frank 
D. Newbury. (New York: McGraw-Hill Book 
Company, 1952. Pp. vii, 273. $4.75.) 

Every business concern forecasts in the sense that 
its managers strive to anticipate customers’ demands, 
the need for raw material and labor, the probable course 
of prices and the probable volume of sales. Thus the 
question is not whether but how a manager will forecast. 
The author of Business Forecasting feels that any or- 
ganized plan of forecasting is better than no plan at all. 
On this basis he proceeds to discuss the principles and 
practices of organized forecasting drawing heavily upon 
his long period of experience with the Westinghouse 
Electric Corporation. 

There are two approaches to the problem of fore- 
casting: first through an understanding of various eco- 
nomic principles and relationships that affect business 
behavior, and second through an organizing of past ex- 
perience with the aim of projecting it into the future on 
the implied assumption that other conditions will re- 
main constant. The first approach deals with measures 
of national production. Chapter 3 of the book explains 
the concepts, of Gross National Product, Net National 
Product, National Income, Personal Income and Dis- 
posable Income. Chapter 4 is devoted to a simple ex- 
planation of Keynesian business cycle theory. In gen- 
eral the income from one round of production depends 
upon the expenditures of the preceding round. Thus 
if expenditure in any one period exceeds or fails to equal 
current income (as a result of the spending of past 
hoards or of newly created money or as a result of 
hoarding current income) the income of the next period 
is affected. Four hypothetical cases are cited to show 
the relationships involved. 

To forecast Gross Nationa] Product the forecaster 
must: (1) estimate private expenditures for new con- 
struction and machinery (by noting plans of a sample 
number of corporations), (2) estimate probable changes 
in inventory (from a first hand knowledge of trade con- 
ditions), (3) estimate the excess of exports over im- 
Ports (difficult to do), and (4) note planned government 
purchases of military goods from private business. The 


total of these four types of expenditures has correlated 
with Gross National Product in the past. Briefly the 
relationship is that the G.N.P. is equal to 3.67 times the 
expenditure plus 30 billions of dollars. Presumably if the 
forecast is greater than the current figure, general busi- 
ness activity can be expected to be accelerated and vice 
versa. 

Beginning with chapter 9 the author discusses 
methods of forecasting by past experience. Statistical 
techniques for handling trends, seasona] and cyclical 
variations are treated. The author is of an opinion that 
three cycles are most significant to the business fore- 
caster. These are (1) the long residential business cycle 
(18 years), (2) the intermediate cycles of heavy durable- 
goods industry (one 75 months and the other 14 months), 
and (3) the short textile cycle (23 months). 

By means of rate-of-change cycles the peaks and 
valleys of business cycles can be obtained. By super- 
imposing the cycle patterns the timing of the next peak 
or valley can be estimated or at least the strength of 
the current movement can be appraised. The author 
warns that such forecasting amounts to “putting up road 
signs which point the direction but are vague as to dis- 
tances. But, as in a journey, if we can be sure we are 
headed in the right direction, exact distances are not 
too important.” 

The final three chapters are devoted to the Federal 
Reserve Index of production, forecasting prices and 
forecasting sales. 

Accountants who do not like economic theory may 
find the book rather difficult to read. On the other hand, 
the author is theoretical only for the sake of practical 
application and is never more theoretical than the 
situation requires. He has the ability to make involved, 
vague and difficult theories look like simple common 
sense propositions. The book should be classed as a 
“must” for everyone engaged in or interested in fore- 
casting. 

WItrorp J. ErIrEMAN 
Professor of Finance 
University of Michigan 
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American Capitalism, The Concept of Counteroailing 
Power. John Kenneth Galbraith. (Boston: Houghton 
Mifflin Company, 1952. Pp. xi, 217. $3.00.) 
Historically, the economic model or ideal for the 

American economy has been that of competition. In the 

present study, Professor Galbraith points to the decline 

of competition, as an effective regulator, and describes 
the development of “countervailing power” which he 
considers to be a valuable and indispensable substitute. 

Competition won acceptance with economists, Pro- 
fessor Galbraith states, because of their observation and 
belief that it promotes “productive efficiency.” It gained 
acceptance with businessmen and political philosophers, 
on the other hand, because of the way in which it solves 
the problem of economic power—the power to affect 
the income, actions, or property of other persons. With 
the existence of rigorous competition, and with private 
property widely diffused, there is little scope for the 
abuse of private economic power. Enterprisers seeking 
to exploit consumers or workers find themselves held in 
check by rivals willing to sell for a moderate profit or to 
pay the going rate of wages. Since the problem of eco- 
nomic power does not exist in harmful form, there is 
little need for the exercise of governmental authority 
to regulate the economy. 

With the advance of the American economy, Pro- 
fessor Galbraith observes, the actual business structure 
has grown increasingly apart from the competitive 
standard. In place of many sellers, with prices and 
outputs governed by market forces, there is now a small 
number of giant sellers, with prices and outputs con- 
trolled in large measure by the deliberate action of pro- 
ducers themselves. Salesmanship and advertising rather 
than price competition have become the means for 
stimulating demand. In such an environmental setting, 
the competitive pressures of the economists’ model, 
Professor Galbraith observes, operate most imperfectly, 
if at all, either to promote efficiency or to counterbalance 
private power. “The incentives in the typical American 
industry,” he states, “‘...do not in fact work in the 
direction of maximum output at lowest prices. ... In 
consumers’ goods industries, great energy is, without 
doubt, channeled into one or another form of selling 
effort, which is of no perceptible benefit to the public 
and which is not in response to any recognizable public 
demand” (90-91). 

Although the rise of oligopoly has brought the losses 
summarized in the foregoing paragraph, it has also 
brought compensating gains, the author declares. The 
losses, he believes, are “more than offset by large gains 
from technical development” (97). In his view, technical 
innovation “can be carried on only by a firm that has 
the resources associated with considerable size . . . the 
net of all this is that there must be some element of 
monopoly in an industry if it is to be progressive” (92- 
93). The losses in social efficiency, Galbraith further 
adds, are minimized by the nation’s general opulence. 

In the ideal of competitive markets, Professor Gal- 
braith continues, restraints on the private exercise of 
economic power are provided by rival sellers. With 
the decline of effective price competition, this regulatory 
mechanism has been weakened or destroyed. It is at this 
point that the author introduces his concept of “coun- 


tervailing power.” In his view, sew restraints on private 
power have appeared fo replace competition. These re- 
straints are the pressures exercised by customers or 
suppliers (including labor unions). This counterpart of 
competition is what he calls countervailing power (118). 

The major weakness of countervailing power, Pro- 
fessor Galbraith states, arises during periods of infla- 
tionary pressures. During such periods, he observes, “it 
does not function at all as a restraint on market power” 
(133), for employers and sellers are willing to pay higher 
cost prices and pass them on to consumers. 

Except in the situation of inflationary demand, how- 
ever, Professor Galbraith advances the view that 
“countervailing power performs a valuable—indeed an 
indispensable—regulatory function in the modern 
economy” (143). In his view, government should give it 
freedom to develop and also assist and participate in its 
development. Indeed, he observes that perhaps the 
major domestic function of government has become that 
of promoting the development of countervailing power 
by granting special favors to organized producers—such 
as the coal] producers, organized labor, and farm groups. 
In the main, it appears that he approves of this growing 
manifestation of neo-mercantilism. By strengthening 
one group in relation to another, he believes that the 
need for over-all government control or planning is less- 
ened (155, 173). 

This book is a timely, interesting, and valuable study. 
It is written with a high order of integrity and objec- 
tivity. A valid ‘case can certainly be made for the 
strengthening of various labor groups, producer co- 
operatives, and the central buying units of independents. 
In my opinion, however, the author minimized the 
dangers fo consumers of a governmental policy granting 
special privileges to organized producers. I believe, too, 
that he fails to recognize the injury to consumers which 
results from the collusive action of labor groups and 
organized producers in holding up and raising product 
Prices even when inflationary pressures are not present. 
Further, I believe that the author minimizes the im- 
portant need to diffuse economic power which has been 
built up by mergers, interlocking directorates, and re- 
lated means and which is not essential for technical ad- 
vance or productive efficiency. If centralized power and 
price discrimination (in part a product of countervailing 
power) were effectively curbed by antitrust action, the 
need for government action to support and promote 
the growth of countervailing pressures would be signifi- 
cantly reduced. This approach would, indeed, reduce 
the need for big government and centralized control. 

Vernon A. Munp 
Professor of Economics 
University of Washington 


Shirtsleeve Economics, A Common Sense Survey. William 
A. Paton. (New York: Appleton-Century-Crofts, 
Inc., 1952. Pp. xix, 460. $4.00.) 


Shirtsleeve Economics does two things: it gives us a 
plain statement of economic fundamentals and it pre- 
sents a clear and reasoned case against any mystical 
faith in government. In this day of immense aggrega- 
tions of power and wealth at the command of govern- 
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ment, with all their confusing and hypnotic effects, it 
is refreshing and valuable to have the facts presented to 
us in such a way that anyone who is barely literate can 
understand them. 

While it is always good to avoid superlative praise, 
it does not seem too much to compare the style of this 
book to that of Jonathan Swift in “Drapier’s Letters” 
where the effect of currency dilution is exposed for 
everyone to see no matter how limited his education. 
Both authors treat difficult economic questions in an 
equally easy, colloquial, pungent and vigorous style. 

An influence which is felt throughout the entire book 
is the effect of the double-entry discipline on the logical 
processes of the author. Dr. Paton is a distinguished ac- 
countant, known for many years in the profession for 
the depth of his insight and the independence and vigor 
of his views. The constant preoccupation with a process 
which requires every transaction to be viewed from two 
sides and which must take the source as well as the ef- 
fect into consideration, is evident in his inexorable 
linking of cause and effect and his persistent search for 
the actual costs of the results attained by certain 
debatable government policies. 

The results are taken for granted by many but few 
care to reason out the ultimate costs and penalties. The 
exposure of the inherent fallacies of the social security 
program (Chap. XII) and the description of how the 
government “creates” purchasing power and money 
(Chap. VII) are good examples of this. 

The method used for explaining the economic proc- 
esses is the reduction of the large, glittering and 
amorphous generalities we hear so often, “national 
product,” “full employment,” “social security,” “sup- 
port-prices,” “managed currency” to small, down-to- 
earth examples that anyone can understand. 

Dr. Paton’s views must seem rather strange and old- 
fashioned to readers of modern books on economics. 
Production is, to him, the foundation of economic well- 
being. He considers the possibility of something for 
nothing an illusion. He believes that government pro- 
duces nothing and takes a large toll on everything it 
receives or distributes. He believes thrift is a virtue, in- 
stead of a weakness and he does not think a shorter work 
week is a method of improving the standard of living. 

Throughout the book the fact that current operations 
and consumption must be provided for by current pro- 
duction is stressed and.repeated. It is made abundantly 
clear that the costs of war, government administration 
and planned or accidental waste must be paid from cur- 
rent production and cannot be transferred to a future 
generation. All that the piling up of debt can accomplish 
is a different distribution of current production in the 
future and all that the pieces of paper which represent 
so-called social security funds can do is to direct the 
future distribution of some parts of future current pro- 
duction. 

These may seem strange doctrines to some of our 
teachers who have taken the Neo-Marxist books on 
economics too seriously but these doctrines will be a 
most valuable support to the great majority of teachers 
who are trying to base their courses in economics on 
facts and common sense. 
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The case against a mystical faith in government is 
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well put in several parts of the book either directly or by 
implication (see Chap. I p. 14 and all of Chap. X). This 
may sound like a far-off or, at least, not a particularly 
immediate danger but there seems to be little doubt that 
this attitude towards a state or government is at the 
root of much of the world’s troubles today. 

Mysticism is a proper approach to something outside 
of and beyond ourselves and beyond our comprehension 
in terms of fact, reason or measurement. Immediate 
communication and communion with God without any 
material or mental intermediary is the goal, the aim, 
the burning desire of the true mystic. 

It is occasionally achieved. The results are filtered 
down to the vast majority who are incapable of such 
spiritual achievement. But the true mystic is well aware 
of the difference between the object of his desire and 
the world of sense, fact and reason. St. Catherine of 
Siena was a profound mystic but was, at the same time, 
a most skillful administrator, negotiator and politician. 

Christ said, “Render unto Caesar the things which 
are Caesar’s and unto God the things which are God’s.” 
This is enough guide for anyone in his relations to the 
State. Caesar is entitled to fair taxes, civil obedience, 
the observance of just laws and, in general, to the ob- 
servance of the duties of the citizen. These obligations 
are to be fulfilled on a matter-of-fact, quid-pro-quo basis. 
The citizen is entitled, and sometimes required, to ques- 
tion whether Caesar’s exactions and demands are within 
his powers and the citizen has a right, and sometimes a 
duty to resist unfair demands. 

The things which are God’s are to be given freely, 
without calculation or afterthought. Love, reverence, 
devotion, sacrifice and worship are in their essence given 
as fully and freely as possible. When directed to the 
right objects and purposes they are fundamental 
sources of good; when misdirected the greatest forces for 
evil. 

Back of all totalitarianism is a mis-directed mysti- 
cism. The worship of Hitler and Stalin is the same evil 
thing that arose in the later Roman empire with the 
deification of the Caesars. The custom of the Roman 
republic, where a slave whispered in the ear of the hero, 
in his triumph, “Remember, you are only a man,” 
was replaced by the erection of statues to the “divine” 
Nero or Caligula. The worship of the State is the same 
as the deification of a Caesar. Relying on the State for 
total security is the repudiation of religion and the 
abdication of the intellect. After reading Chap. X of 
this book it should be difficult for any thinking person 
to maintain this attitude. 

The further this book can be spread the better. Many 
of its significant and interesting points must be passed 
over in a brief review but there is hardly a page without 
some new thought or some arresting statement of a 
familiar truth. The book should be required reading in 
high schools and universities. Businessmen and legis- 
lators should study it. If they can stand it, it should be 
read by government officials and employees. 

Dr. Paton has shed luster on the profession of ac- 
counting and the science of economics in this book and 
has rendered the public a valuable service in writing it. 

Mavrice E. PELOUBET 
Pogson, Peloubet & Co. New York 
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Taxes 


Montgomery's Federal Taxes—Cor porations and Partner- 
ships, 1951-52. Robert H. Montgomery, Conrad B. 
Taylor, Mark E. Richardson. (New York: The 
Ronald Press Company, 1952; 2 vols., pp. 3000; 
$35.) 

Montgomery’s Federal Taxes—Estates, Trusts and Gifts, 
1951-52. Robert H. Montgomery, James O. Wynn, 
G. Harold Blattmachr. (New York: The Ronald 
Press Company, 1952; pp. 1200; $15.) 

I write a lot of tax books. So the editor of these pages 
is rather bold to toss me the job of reviewing another 
tax book. But this job concerns the granddaddy of all 
tax literature, the 1951-1952 edition of Montgomery’s 
Federal Taxes. 

So my chore therefore is exciting, most acceptable— 
particularly for a Johnny-come-lately into tax writing. 
I started in the late thirties with my stuff. Monigomery’s 
was my bible, dictionary, encyclopedia—and source of 
enormous romantic involvement—way back in World 
War I days— when so many of us were pinned into our 
tax diapers by the tax family. From my first perambulat- 
ings, my daily ration was this directory into all stuff 
difficult. 

Today, the annual publication has developed to 
gargantuan proportions,—something over 4000 pages 
wacked up into three formidable volumes—and market- 
ing for $50. In my teething era it was a midget, costing 
little more than Forever Amber, and infinitely much more 
fun for the practitioner to keep at his bedside. 

The current stoutness is no fault of the author. The 
complexities of what we call the self-assessment process 
of collecting Federal income, excess profits, estate and 
gift taxes (plus the dozen other taxes that float in the 
alleyway of these four monsters—the personal holding 
company tax, the Section 102 tax, ef al.) ... the com- 
plexities have grown to astounding size. It now really 
takes a library of a couple of thousand volumes (I’m 
writing this and gasping at the stuff I own) to make sure 
you are technically equipped to cover the subject and 
your client. Beyond that, it takes attendance at all sorts 
of Tax Institutes (I run one for New York University, 
and I naturally put in plugs as I go along), lectures, tax 
study groups—to make sense out of what is happening, 
and what we should do about it. 

Where fits Monigomery’s into this? Starting with 
the overwhelming authority of the author—and bold 
interpretative writing—when the income tax was first 
set up—this has become the source for first research 
on moot questions. Lots of highly skilled tax men have 
repeatedly said—‘“This always reads like the briefing 
the Montgomery office gets up for study of its own 
tough problems; obviously I want to get that first in 


my running down the record of what to do in my own 
worry.” 

This then—at 4000 pages—is no longer anything you 
use for light evening reading. You keep it at your desk 
for studious reference, when you have a new—or an old 
question. And you usually check it first, when you want 
to get a terse, readable, summarization of the current 
law, the decisions and—most important, the reasoning 
applied to all these by a great host of students. 

And it is a host that does the job—or so the prefaces 
to the three volumes indicate. Heading up the chore of 
annually remaking the two books dedicated to the in- 
come tax and the excess profits taxes (in addition of 
course to Colonel Montgomery) are Conrad B. Taylor 
and Mark E. Richardson. The Colonel’s principal asso- 
ciates in the estate and gift tax volume are James 0. 
Wynn and G. Harold Blattmachr. Then this group are 
aided (I did not count them) by what seems like hun- 
dreds of associates and partners in the Lybrand, Ross 
Brothers and Montgomery offices. 

And there to restate, is the strength of this standby: 
It seems to be the condensed thinking of what the far 
flung, highly experted Montgomery firm has been rea- 
soning out and saying to itself in its own tax problems. 

Tax literature—the 2000 volumes I talked about 
above—today roughly divides itself into: (1) highly re- 
spected tax services, (2) personal ramblings of recog- 
nized authorities in loose leaf or bound form (Mont- 
gomery’s fits into this group), (3) daily, weekly, monthly 
letters and booklets giving reports, trends, advice, what 
to do, what not to do, when not to move—and when to 
get going in what you are thinking about. The last 
batch of stuff (and I do my share of it) shouts out the 
tale of what it sees, and hears. It is quickly forgotten. 
The tax services are important for complete coverage of 
a subject in all research. The signed books—Mont- 
gomery, Mertens, Rabkin & Johnson, Paul, and just a 
few others—are our life lines in our daily work. 

Thus far, there has been no review here of the content 
of the 1952 Montgomery’s. I’ve let them sit on the desk 
for a couple of weeks hoping (as I looked into them for 
something badly needed in my own Jabors) that I might 
find the easy way to condense the manner in which they 
are built to give full succor to the tax man. 

I give up. They can only be described as daily bread 
for all who subsist so precariously in the morass of 30 
years of indecision, decision, tax law and new tax law. 
They simply must have them as an important guide for 
all their wanderings. 

J. K. Lasser 

J. K. Lasser Company 

New York 
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Add 50¢ for orders outside of the Continental United States 
AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of Iilinois 
URBANA, ILLINOIS 


AMERICAN ACCOUNTING ASSOCIATION 


Now Is The Time To Join 


The Following Prominent Accountants and Teachers of Accounting 


Virgil E. Bennett 
Victor Z. Brink 
Samuel J. Broad 
Henry T. Chamberlain 
James L. Dohr 
Fayette-H. Elwell 
Edward J. Filbey 
George E. Frazer 
S. Paul Garner 
Stephen Gilman 
Howard C. Greer 


asa 


LIFE MEMBER 


E. A. Heilman 
Frank Higginbotham 
George R. Husband 
Ralph S. Johns 

E. L. Kohler 
Edward A. Kracke 
William S. Krebs 
George O. May 
Hermann C. Miller 
Lloyd Morey 
Howard S. Noble 


W. A. Paton 

Arthur H. Rosenkampff 
George W. Rossetter 
Hiram T. Scovill 

J. S. Seidman 
Gerardo F. Sichel 
Maurice H. Stans 
Herbert F. Taggart 
Jacob B. Taylor 
Collis P. Thompson 
Sidney G. Winter 


It is advantageous at any time to be a member-—and especially a Life Member—of the 
American Accounting Association. 


A recent ruling of the Treasury Department adds immediate tax-saving as another ad- 
vantage. The ruling follows: 


Office Of 


U. S. TREASURY DEPARTMENT 
WASHINGTON 25 


Commissioner of Internal Revenue 


Address Reply To 


Commissioner of Internal Revenue 


And Refer To 
IT:RP:TR 
JSC-3 


American Accounting Association 
College of Commerce and Business Administration 


University of Illinois 
Urbana, Illinois 


Gentlemen: 


May 20, 1952 


Attention: Mr. Charles J. Gaa 


Secretary-Treasurer 


Reference {s made to your letter dated May 14, 1952, in which you request information on behalf of 
your members as to the deductibility, for Federal income tax purposes, of the cost of a life membership in 


your association. 


You state that your annual dues are $5.00; life membership fee is $100.00, replaces all other dues and 
entitles the member to a life subscription to the “Accounting Review.” You do not have an initiation fee 


of any description. 


On the basis of the information furnished, it is the opinion of this office and is so held that a life 


member who is on a cash basis for Federal income tax purposes may deduct the entire cost of his life 
membership under section 23(a)(1)(A) or section 23(a)(2) of the Internal Revenue Code in the taxable 
year in which paid, if he receives a direct benefit from such purchase of the membership in the course of 
his profession. Such expenditures must be “ordinary and necessary expenses paid or incurred in carrying 
on any trade or business,” or in the case of individuals, as ordinary and necessary expenses paid or in- 
curred for the production or collection of income or for the management, conservation and maintenance 
of property held for the production of income. 


(Signed) 


Very truly yours, 
E. I. McLarney 
Deputy Commissioner 


$100.00 


CHARLES J. Gaa, Secretary-Treasurer 
American Accounting Association 
College of Commerce and Business Administration 
University of Illinois 
Urbana, Illinois 
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We Need Your Assistance 


Undelivered copies of the ACCOUNTING REVIEW and other mail items for the persons 
listed below have been returned to us. In some cases the cause for nondelivery is removal 


by the addressee from an old address without notification to us or the 
In other cases, the cause is an insufficient address; apparently the Post 


stal authorities. 
fice Department 


has curtailed to some degree the directory service it used to render. 


If you know the present address of any person listed below, please call his attention to 
this notice or send us a postcard showing his present address. 


The persons we cannot locate and the last addresses we have are: 


Arthur W. Anderson—330 N. McKinley Ave., Muncie, Ind. 

Thurman E. Anderson—Box 5396 NGC, Dahlonega, Ga. 

John Angus—1124 No. La Brea, Los Angeles 38, Calif. 

J. Maurice Audet—5608 Eadie Cote St. Paul, Montreal 
PQ, Canada 

Marie E. Austin—1190 West Colfax, Denver 14, Colo. 

Merle Bailey—gi5 Wilson Ave., Chicago 40, Illinois 

Robert M. Baker—104 E. 14th St., Higginsville, Mo. 

Ruby 1. Barteau—c/o Elizabeth Palm, 2450 Boyer Ave., 
Seattle 2, Wash. 

Martin Bienstock—149 Monmouth St., Trenton, N.J. 

Theodore Borek—West Liberty State College, West Lib- 
erty, W.Va. 

Ralph A. Bosch—Box 103, John Carroll University, Cleve- 
land 18, Ohio 

Lafayette Bowman—635, S. Barton St., Arlington 4, W.Va. 

Ezra C. Brent—#124 Gore Hall, Institute, W.Va. 

Lt. Col. T. H. Brewster—Comptroller, Warner Robins 
Air M., Robins Air Force Base, Ga. 

Garland E. Burnette—General Delivery, Bridgeport, Neb. 

John W. Burns—26o02 Drayton Drive, Louisville 13, Ky. 

Thomas J. Burns—Appleton, Wis. 

J. Edward Caldwell—2308 W. goth Ave., Denver 11, Colo. 

Robert J. Comeau—76 Patline St., Bangor, Me. 

E. T. Crawford, Jr.—Box 5139 NGC, Dahlonega, Ga. 

-_ L. Crosby—Box 111, Champlain College, Plattsburg, 

N.Y. 


Ervin D. Cruce—Box 5021, NT Station, Denton, Tex. 

Robert J. Cummings—Box 17, John Carroll University, 
Cleveland 18, Ohio 

— E. Curtis—General Delivery, Emory University, 


enon L. Davidson—332 Walsh Hall, Notre Dame, Ind. 

Stewart L. Dong o2 Spruce, Philadelphia 7, Pa. 

James S. Doyle—g75 Dillon Hall, Notre Dame, Ind. 

Howard Dubin—7o0o0 University Ave., Syracuse 10, N.Y. 

William M. Du Bois—2307 #6 Steel St., Houston 6, Tex. 

John C. Duffy—Odell, Ill. 

Mary Jo Dupree—Box 53, Memphis State College, Mem- 
phis, Tenn. 

James R. Duren—General Delivery, Creswell, Ore. 

Moland V. Dykes, Jr.—Box gg92, University, Miss. 

David R. Ellis—Box 491, Taylor oe Upland, Ind. 

Moe Ellish—g9616 Ave. M, Brooklyn 36, N 

John E. Engann—3119 Hill St., wal ewig Calif. 

James Etling—169 Alumni Hall, Notre Dame, Ind. 

Peter A. Firmin—4721 Prytania St., New Orleans 15. La. 

Otis Philip Garrett—c/o Mrs. J. C. McSween, Circle, De 
Funiak Fla. 

David W. Grady—6415 S. Harvard, Chicago 21, Ill. 

Gus W. Granneman—7o5, S. Maguire, Warrensbury, Mo. 

Arthur Greenbaum—234 S. g9th, Philadelphia 4, Pa. 

Ivan C. Gregson—2131 No. Decatur Rd. NE, Atlanta, Ga. 

Warin L. Gross 8358 zoth NW, Seattle, Wash. 

+. Guthrie—720 College Ave., Columbus, Ohio 
Franklin Hamm—YMCA, 11th & Washington St., Wil- 
mington, Del. 

Thraceton Harris—Temp Dorm 6, Room 85, Howard 
University, Washington D.C. 


Durwood C. Harvey—Dept. of Economics & Commerce, 
University of Chattanooga, Chattanooga, Tenn. 
— R. Hepworth—University of California, Berkley, 
lif 


James J. Heffernan—41 James St., Hicksville, N.Y. 
— A. Hieber—111 Lake Hollingsworth Dr., Lakeland, 


a. 

George K. Hinkley—148 Wigwam Circle, Hanover, N.H. 
Joe Frank Hipp—Men’s Dorm 111 Tech., Lubbock, Tex. 
John W. Hodges—P.O. Box 161, Dahlonega, Ga. 
E. Hornbuckle—igz Marne Road, Buffalo 15, 


E. R. Hughes—Pure Oil Co., Chicago, Ill. 

Alfred L. Hunt—g32 Rosabel St., St. Paul 1, Minn. 

Thomas S. Jenkins—1i201 Washington Ave., Fort Worth 4, 
T 


ex. 

John Curtis Johnson, Jr—2639 Central, Apt. W-2, Mem- 
phis, Tenn. 

Charles J. Joseph—456 East 14th St., New York 9, N.Y. 

Helen V. Kennard—c/o Margaret Shearer, 1145 Downing 
St., Denver, Colo. 

Martin J. Kennelly—251 Alumni Hall, Notre Dame, Ind. 

Ronald Kinney—Box 43, Rm. 202, Bernet Hall, John 
Carroll University, Cleveland, Ohio 

Frank K. Knight—2812 21st St. West, Birmingham 8, Ala. 

Yoshiro Kuratani—c/o Mrs. Roy Earnest, 1901 East Silver 
Ave., Albuquerque, N.M. 

Bruce }. Lewis—East Stadium Dorm, Box #57, Tucson, 
Ariz. 

William E. McDaniel—Prout Park B G S U, Bowling 
Green, Ohio 

Edward McPherson—47 Commonwealth Ave., Boston, 
Mass. 

Charles D. McVey—133 Dorchester St., San Leandro, Calif. 

Robert F. Marsh—7122 Clark Ave., Cleveland, Ohio 

Wayne P. Marthinson—g15 2nd Ave., Iowa City, Iowa 

William J. Martin—123 Walsh Hall, Notre Dame, Ind. 

Carl J. Marz—g11¥@ W. Ramona Blvd., Alhambra, Calif. 

Morgan Mason—76 Campus Dr., Pocatello, Idaho 

R. Chandler Mathews—Box 812, Emory University, Ga. 

Norman S. Mayberg—404 West 115th St., New York, N.Y. 

Charles Hall, Box 359, Platts- 


Tee Viens Des Voeux Road, Honk Kong, China 

mee E. Murphy—371 Dillon Hall, Notre Dame, Ind. 
avid P. Mueller—s540 N. Linden Ave., Oak Park, Ili. 

James W. Myers—Box 61, John Carrol University, Cleve- 
land 18, Ohio 

Franklin Neff—4720 Francisco Ave., Boise, Idaho 

Howard P. Neu—18 N. 22nd St., South Orange, N.J. 

William Oviatt—e21 S. 36th St., Philadelphia 4, Pa. 

Luis M. Arroyo Palou—1446 N. St. NW, Apt. 2, Wash- 
ington 5, D.C. 

Robert J. Peeler—619 Columbia Rd. NW, Washington 1, 
D.C. 


Howard Foster Pendley—Box 151, Tennessee Tech., Cooke- 
ville, Tenn. 

Gerald E. Poulsen—1417 Allen Park Dr., Salt Lake City 5, 
Utah 


fi 


AMERICAN ACCOUNTING ASSOCIATION 
COMMITTEES, 1952 


EXECUTIVE COMMITTEE 


George R. Husband, President ..Wayne University 
Richard S. Claire, Vice-President 
Arthur Andersen and Company 
Thomas M. Dickerson, Vice-President 
Western Reserve University 
Willard J. Graham, Vice-President 
University of Chicago 
Charles J. Gaa, Secretary-Treasurer 
University of Illinois 
Frank P. Smith, Editor The Accounting Review .. 
University of Rochester 
Ralph C. Jones, Director of Research 
Yale University 
S. Paul Garner, Past President 
University of Alabama 
Perry Mason, Past President 
University of California (Berkeley) 
Robert L. Dixon, Past President 
University of Michigan 


COMMITTEE ON ACCOUNTING CONCEPTS 
AND STANDARDS 


Stewart Y. McMullen, Chairman 

Northwestern University 
Robert L. Dixon University of Michigan 
Willard J. Graham University of Chicago 
Russell H. Hassler Harvard University 

Thomas M. Hill 
Massachusetts Institute of Technology 

Maurice Moonitz 
University of California (Berkeley) 

Maurice H, Stans 


Official Consultants 
Carman G. Blough 
American Institute of Accountants 
Samuel J. Broad 
Peat, Marwick, Mitchell and Company 
L. Dohr Columbia University 
oward G, Greer .... The Chemstrand Corporation 
Earle C. King 
Securities and Exchange Commission 
William A. Paton University of Michigan 


COMMITTEE ON AUDITING EDUCATION 
Herbert E. Miller, Chairman 
University of Michigan 
Arthur Andersen and Company 
C. R. Niswonger Miami University 
Erle E. Peacock University of North Carolina 


COMMITTEE ON CONVENTION 
ARRANGEMENTS 

Ernest A. Heilman, Chairman 
University of Minnesota 
University of Minnesota 
University of Minnesota 
University of Minnesota 
University of Minnesota 
University of Minnesota 


John Major 


Ruel I. Lund 
Carl L, Nelson 
Harry J. Ostlund 
John J. Reighard 
John T. Wheeler 


COMMITTEE ON COOPERATION WITH THE 
CONTROLLERS INSTITUTE 
Frederick E. Horn, Chairman ..Columbia University 
Merrill B. Dilley Drake University 
Arthur N. Lorig University of Washington 

John J. W. Neuner 
College of the City of New York 
Oswald Nielsen ............ ..-Stanford University 


COMMITTEE ON COOPERATION WITH THE 
INSTITUTE OF INTERNAL AUDITORS 


Bern C, Lemke, Chairman .. Michigan State College 


Tord Motor Company 
Gould L. Harris New York Universi 


Walter B. Meigs .. University of Southern California 


COMMITTEE ON COST ACCOUNTING 
CONCEPTS AND STANDARDS 

Lawrence J. Benninger, Chairman 

University of Missouri 
Adolph Matz University of Pennsylvania 
Samuel E. MacArthur ..Federal-Mogu! Corporation 
Harry J. Ostlund ......... University of Minnesota 
Vern H. Vincent University of Tennessee 


Official Consultants 
H. T. McAnly Ernst and Ernst 
Clinton W. Bennett Cooley and Marvin 
John W. McEachren 

Touche, Niven, Bailey and Smart 
Herbert F. Taggart University of Michigan 


COMMITTEE ON GOVERNMENTAL 
ACCOUNTING 
Fayette H. Elwell 
Ira N. Frisbee 
University of California (Los Angeles) 
Robert P. Hackett 
University of Illinois (Navy Pier, Chicago) 
Robert N, James 
Legislature—State of Washington 
alph B. Mayo and Company 
niversity of Pennsylvania 


Ralph B. Mayo 
Oscar S. Nelson 


COMMITTEE ON INTERNSHIP PROGRAMS 
David W. Thompson, Chairman 
University of Indiana 
Raymond G. Ankers 
Lybrand, Ross Bros. & Montgomery 
William B. Jencks Ohio State University 
Earl H. Meikle Price, Waterhouse & Company 
Ford Motor Company 
Rutgers University 


COMMITTEE ON NATIONAL 
INCOME ACCOUNTING 
Eric L. Kohler, Chairman 
Consulting Accountant, Chicago 
William W. Cooper 
Carnegie Institute of Technology 
University of Chicago 
Gilbert P. Maynard University of lowa 
Julius Margolis University of Chicago 
Raymond Nassimbene U. S. Government 
Dept. of Commerce, Washington, D.C. 
Carl L. Nelson University of Minnesota 


COMMITTEE ON NOMINATIONS 


Perry Mason, Chairman 
University of California (Berkeley) 
Columbia University 
University of Alabama 
University of Illinois 
University of lowa 


James L, Dohr 
S. Paul Garner 


COMMITTEE ON PREPARATION OF 
ACCOUNTING TEACHERS’ MANUAL 
Leo Schloss, Chairman Long Island University 
Harry D. Kerrigan ......University of Connecticut 
A, J. Penz University of Alabama 


COMMITTEE ON REGIONAL MEETINGS— 
SOUTHERN GROUP 
Robert H. Van Voorhis, Chairman 
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Martin L. Black Duke University COMMITTEE ON STANDARDS RATING 
Joseph Cerny . University of Mississippi 
A. R. Coleman .. . Washington and Lee University 
James W. DaV ault University of Florida 


Hermann C. Miller, Chairman 
Ohio State University 
S. Paul Garner University of Alabama 
COMMITTEE ON SELECTION Ernest A. Heilman University of Minnesota 
OF PERSONNEL John A. White University of Texas 


Rufus Wix Universit 
Thomas M, Dickerson, Chairman niversity of Pennsylvania 


Western Reserve University 
Norton M. Bedford Washington Vateonlie COMMITTEE ON VISUAL AIDS 
Samuel Butler University of Denver Robert Dinman, Chairman 
Edward G. Eriksen . .. Wayne University University of Southern California 
R. K. Mautz ......University of Illinois Raymond Gatchell .......... Columbia University 
Stanley A. Pressler University of Indiana Harry C. Lyle... Ohio State University 
eee S. Schindler .........Washington University John W. Ruswinckel ......Michigan State College 
awrence L. Vance Richard E. Strahlem ....University of New Mexico 
University of California (Berkeley) William E. Thomas University of Illinois 
= .Emory University 


MEMBERSHIP COMMITTEE 


Chairman ....................R. Carson Cox—Ohio State University 
Alabama tranklyn H. Sweet—Spring Hill College 
Arizona fo be selected 
Arkansas Nolan E, Williams—University of Arkansas 
California (north) Samuel Mendelson—Golden Gate College 
California (south) ...... Roland W. Funk—University of California (Los Angeles) 
Colorado Jerome J. Kesselman—University of Denver 
Connecticut R. Braverman—Quinnipiac College 
Delaware Wakefield Smith—University of Delaware 

Frederick C. Kurtz—George Washington University 
Florida Harvey T. Deinzer—University of Florida 
Georgia Harold M. Heckman—University of Georgia 
Idaho Frank G. Rizzardi—Idaho State College 
Illinois (north) Paul Kircher—University of Chicago 
Illinois (south) James M. Carrithers—University of Illinois 
Indiana David W. Thompson—University of Indiana 

Gilbert P. Maynard—University of lowa 

Wiley S. Mitchell—University of Kansas 

Wendell E. Beals—University of Kentucky 
Louisiana James M. Owen—Louisiana State University 
Charles I. Sweeney—University of Maryland 
Massachusetts Paul Devlin—Boston College 
Michigan Walter G. Kell—Michigan State College 
Minnesota John T, Whecler—University of Minnesota 
Mississippi \W. W. Littlejohn—Mississippi State College 
Missouri james S. Schindler—Washington University 
Montana O. F. Rydell—Montana State University 
Nebraska Raymond C, Dein—University of Nebraska 
New Hampshire W. Sargent—Dartmouth College 
New Jersey 7 H. Martin—Rutgers University 
New Mexico To be selected 
New York City B. Bernard Greidinger—New York University 
New York (upstate) Robert H. Gregory—University of Buffalo 
North Dakota R. D. Koppenhover—University of North Dakota 
Ohio (north of U.S, 40) ........ Clarence F. Reimer—Western Reserve University 
Ohio (south of U.S. 40) Wayne S. Overmeyer—University of Cincinnati 
Oklahoma Earl Clevenger—University of Oklahoma 
Oregon a ... Arno L, Peiterson—University of Oregon 
Pennsyivania (east) ..... Willard E. Stone—University of Pennsylvania 
Pennsylvania (west) Frederick A. Schwarz—University of Pittsburgh 
Rhode Island Rubin R. Braverman~Junior College of Commerce 
South Carolina Furman E, Cannon—University of South Carolina 
South Dakota R. D. Koppenhover—University of North Dakota 
Tennessee .Warren Slagle—University of Tennessee 

J. Marvin Sipe—University of Houston 

..Clyde N. Randall—University of Utah 

Vermont L. L. Briggs—University of Vermont 
Virginia 4. R. Coleman—Washington and Lee University 
Washington Kenneth B. Berg—University of Washington 
West Virginia ......Morton Backer—West Virginia Universit 
Wisconsin James B. Bowers—University of Wisconsin 
Wyoming ..M. E. Byers—University of Wyoming 

Arthur J. E, Child—Canada Packers, Ltd. 

Yee Chuing Chow 


To be selected 


Rico 
Other Foreign Countries 


Philippine Islands ............_ 
be selected 
be selected 
......Bernard F. Magruder—Wayne University 


NEW! The Leading Tax Course 


IN A BOUND EDITION... 


Prentice-Hall Federal Tax Course 


1953 Students Edition 


* JUST PUBLISHED in August, this up-to-date 1953 Edition is bound 
in regular textbook form. You will find the same reliable, comprehen- 
sive coverage of Federal taxation that has made the Prentice-Hall 
Course the all-time leader. 

* Simple, step-by-step explanations tie in every step of new develop- 
ments, such as new rules for computing capital gains and losses, with 
existing material. In addition, every one of the more than 1,000 practical 
problems is in line with current tax law. 

A NEW INSTRUCTOR’S MANUAL with worked-out solutions to the 
problems and other classroom-tested teaching aids is available free to 
instructors who order five or more copies of the 1953 Course. 


Send for your examination copy 


PRENTICE-HALL, Inc. 70 Fifth Avenue, New York 11, N.Y. 
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